Before the

FEDERAL COMMUNICATIONS COMMISSION
Washington, DC 20554

In the Matter of
Stale or Moot Docketed Proceedings

1993 Annual Access Tariff Filings
Phase I

1994 Annual Access Tariff Filings

AT&T Communications Tariff F.C.C.
Nos. 1 and 2, Transmittal Nos. 5460, 5461,
5462, and 5464 Phase Il

Bell Atlantic Telephone Companies Tariff
FCC No. 1, Transmittal No. 690

NYNEX Telephone Companies Tariff
FCC No. 1, Transmittal No. 328

CC Docket No

CC Docket No

CC Docket No

CC Docket No

Direct Case of Verizon
April 11, 2003

EXHIBIT D

USTA Direct Case
filed August 14, 1995

.93-193

. 94-65

.93-193

. 94-157



DOCKET FILE COPY ORIGINAI

_ Before the
FEDERAL COMMUNICATIONS COMMISSION

Washington, DC 20554 RE GEI VED

CC Docket No. 93-1 Dmatcm"’bfwun%
Phase I OF SEoReTsp MM’%-‘..,

In the Matter of:
1993 Annual Access Tariff Filings

1994 Annual Access Tariff Filings
CC Docket No. 94-65
AT&T Communications

Tariff F.C.C. Nos. 1 and 2
Transmittal Nos. 5460, 5461, 5462,
and 5464

CC Docket No. 93-193,
Phase II

CC Docket No. 94-157

Bell Atlantic Telephone Companies
Tariff F.C.C. No. 1, Transmittal No. 690

NYNEX Telephone Companies
Tariff F.C.C. No. 1, Transmittal No. 328

N’ N’ N’ N S N N N N N N N N N S N S

AAAAA

INTRODUCTION
The United States Telephone Association (USTA) submits this direct case filing in the

above-referenced proceeding. USTA is the principal trade association of the local exchange
carrier (LEC) industry. USTA’s memberhip of approximately 1100 telephone companies
includes the LECs identified as parties to the investigation, listed in Appendix A to the
Investigation Order.! As the Commission notes, these LECs include those price cap LECs
who have not yet sought exogenous treatment of the costs incurred in implementing SFAS-

106. USTA participates in this proceeding pursuant to the Commission’s invitation for
participation from interested persons. Seg Investigation Qrder, para. 13.

' Order Designating Issues for Investigation, CC Docket 93-193, Phase I; CC Docket No.
94-65; CC Docket No. 93-193, Phase II, CC Docket No. 94-157, released June 30, 1995

(“Investigation Order”).



DISCUSSION

USTA commissioned the study submitted by numerous price cap LECs as support for
their tariff transmittals: Godwins, “Post-Retirement Health Care Study Comparison of Telco
Demographic and Economic Structures and Actuarial Basis National Averages” (1992).2 The
Godwins study may be referred to by several LECs in their direct cases in this proceeding. In
the interest of simplifying the Commission’s review of these issues by avoiding duplicative
filings, USTA is hereby resubmitting the Godwins study for the Commission’s reference,
included here as Attachment C. See Investigation Order, para. 13 (noting that the Godwins
and NERA studies will be included in this investigation).

USTA is also submitting additional materials to assist the Commission in calculating
the amount of OPEB-related costs eligible for exogenous treatment, and to support the LECs’
access tariff filings. These materials include Attachment A, a new affidavit from Andrew
Abel, Ph.D., and Peter Neuwirth, the original co-authors of the Godwins study. The
Abel/Neuwirth statement summarizes the available evidence, and affirms that the original
Godwins study is still valid for calculating the extent to which the cost increases engendered

by SFAS-106 will be recovered through the GNP-PI element of the price cap formula.?

2 See Investigation Qrder, para. 13, n.28. Two LECs had included the Godwins analysis
as support for their 1992 tariff transmittals: Bell Atlantic Tariff F.C.C. No. 1, Transmittal No.
497; US West Tariff F.C.C. Nos. 1 and 4, Trans. No. 246. Subsequently, many price cap LECs
submitted this study as part of their 1992 Direct Case filing: Ameritech, BellSouth, NYNEX,
SBC, SNET and US West. GTE and Lincoln Tel. Co. submitted the Godwins study with their

1993 access tariff filing.

3 Although the Commission has since adopted GDP-PI, rather than GNP-PI in the LEC
Price Cap Performance Review (CC Docket No. 94-1), FCC 95-132 (released April 7, 1995), the

court remand requires that the Commission apply the original price cap rules (47 C.F.R. §
61.45(c), adopted in the LEC Price Cap Order, 5 FCC Red 6786, 6792), which utilize GNP-PI as
the measure of inflation. See Southwestern Bell v, FCC, 28 F.3d 165, 172 (D.C. Cir. 1994).

Moreover, this change in methodology has no impact on the results of the Godwins study.
Abel/Neuwirth Statement, Attachment A, at 5.



USTA also includes a narrative statement explaining the results of the original Godwins
study as Attachment B (“Cosby Introductory Statement”). Attachment D is an explanation of
the macroeconomic model prepared in response to paragraph 16 of the Commission’s
Investigation Order in CC Docket 92-101.* Attachment E is the rebuttal analysis to
accompany the 1992 Godwins study, and Attachment F is an additional analysis to explain the
conservative nature of the Godwins study and to show the results of an additional sensitivity
analysis. Attachment G is further explanation of the macroeconomic model used in the
Godwins study, while Attachment H is a USTA gx parte which responds to arguments that the
adoption of SFAS-106 has not changed actual costs.

USTA is also including as Attachment I the study performed by National Economic
Research Associates (NERA) which, though utilizing a different methodology, supports the
same conclusion as that reached by the Godwins study - that exogenous treatment of SFAS-106
costs will not lead to “double-counting” these costs by their inclusion in GNP-PI. The NERA
study demonstrates that in fact only de minimis amounts of SFAS-106 costs are likely to be
reflected in GNP-PI. As the Court of Appeals noted, the fact that the NERA study relies on
assumptions which are “in sharp contrast” to those of the Godwins study renders the
conclusions of both the NERA and Godwins studies “more robust.” Southwestern Bell v.
ECC, 28 F.3d at 171-172.

USTA submits this information in response to the Commission’s request that LECs
provide supporting studies, and descriptions of the macroeconomic model utilized.
Investigation Order, paras. 24-25. As the Commission notes, this investigation necessarily
involves the same type of cost information sought in the initial investigation of OPEB costs.
Investigation Order, para. 15. Accordingly, USTA re-submits this information as persuasive

evidence that the LECs have made reasonable and fair assumptions in calculating the costs of

4Bell Atlantic Tariff F.C.C. No. 1, Trans. No. 497, US West Tariff F.C.C. Nos 1 and 4,
Trans. No. 246, and Pacific Bell Tariff F.C.C. No. 128, Trans. No.1579, Order of Investigation
and Suspension, 7 FCC Red 2724 (Com. Car. Bur. 1992)(“1992 Investigation Order™).

3



post-retirement benefits sought to be recovered through the investigated tariffs.

As the Court of Appeals recognized, the Commission has presented no basis to
conclude that the costs imposed by the adoption of SFAS-106 do not meet the criteria for
exogenous treatment codified in the price cap rules. Investigation Order, para.8; see
Southwestern Bell, 28 F.3d at 172. The adoption of SFAS-106 does change the actual costs
incurred by the carriers. Individual LECs will be submitting direct cases which support the
level of costs sought to be recovered through the investigated tariffs. The Godwins study
shows that these costs (both ongoing and transitional) are not recovered through elements of
the price cap formula other than the AZ exogenous cost element. See, e.g., Godwins,
Attachment C, p, 11.

Specifically, the Godwins study identifies the impact of SFAS-106 on GNP-PI and
allows it to be discounted. Godwins found that the impact of SFAS-106 on GNP-PI
(0.0124 %) would result in only 0.7% of the Price Cap LEC’s additional costs being recovered
through an increase in the GNP-PL.> Even when conducting a sensitivity analysis, utilizing
extremely unlikely combinations of implausible parameter values, the authors of the Godwins
study found that only a small percentage of SFAS-106 costs would be recovered through GNP-
PI. See. e.g., 1993 Supplemental Report, Attachment F, at 14-38.

Additionally, Godwins shows that significant recovery of SFAS-106 costs through the
macroeconomic effects on wages created by SFAS-106 is unlikely. Godwins demonstrates that
such recovery will in fact only occur after all macroeconomic variables have adjusted to new
equilibrium levels, a process which is likely to take a few years to complete. See. e.g.,
Abel/Neuwirth Affidavit, Attachment A, at 2; Godwins Study, Attachment C, p.11.

SThe NERA study supports a similar conclusion. The NERA study concluded that less
than 6.26% of the exogenous cost change is reflected in the GNP-PI. NERA Study,
Attachment G, at 32.



CONCLUSION
The Commission should permit LECs to recover as exogenous an amount of SFAS-106
costs which is consistent with the amount demonstrated by the Godwins and NERA analyses to

be not reflected in the GNP-PI component of the price cap formula.

Respectfully submitted,
UNITED STATES TELEPHONE ASSOCIATION

(R .G

Ma ermott
Its Attorneys Linda Kent
Charles D. Cosson
U.S. Telephone Association

1401 H Street, NW
Suite 600

Washington, DC 20005
(202) 326-7249

August 14, 1995
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Introduction

In order to assist in responding to the FCC's recent Order Designating Issues for Investigation,
the United States Telephone Association (“USTA”) has asked us to provide a summary of our
prior analysis of the impact of SFAS 106 on GNP-P! and to provide an opinion as to the extent

the original study was issued and SFAS 106 has now been adopted by ail companies for
whom it was required.

As discussed in this material, we believe that the actual impact of SFAS 106 on GNP-P| was not
materially different than that estimated in our original analysis. Further, we believe that the
actual portion of the Price Cap LEC's additional cost due to the adoption of FAS 106 in 1993
that recovered through the GNP-PI was not materially different than that reported in our

original analysis.

The rest of this material reviews our prior analysis and discusses this conclusion in more
detail.

Towers Perrin
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Determination of Impact of SFAS 106 on GNP-PI

In our original study (“Analysis of Impact of FAS 106 Costs on GNP-PI”) issued in February
1992, we provided an analysis of what percentage of the additional costs incurred by Local
Exchange Carriers subject to Federal Price Cap regulations (hereinafter referred to as “Price
Cap LECs") as a result of the Financial Accounting Standards Board’s Statement No. 106
(SFAS 106) would be reflected in the GNP Price Index (GNP-PI) and what percentage would -

not be so reflected.

That study found that ultimately the increase in GNP-PI caused by SFAS 106 (0.0124%) would
provide for recovery of only 0.7% of the additional costs incurred by Price Cap LECs. This
result was produced by performing both an actuarial analysis and a macroeconomic analysis.
The actuarial and macroeconomic analyses were performed in a very conservative manner to
ensure that we did not understate the effect of SFAS 106 on the GNP-PI.

In addition to developing this basic result, the study included a sensitivity analysis to test the
robustness of the result. That sensitivity analysis lent further support to our finding that any

resulting increase in the GNP-Pi would ailow the Price Cap LEC’s to recover only a very small
fraction of their additional costs due to SFAS 106.

Subsequent to the submission of the study, we were asked by the FCC staff to extend our
analysis in two ways. First, we were asked to develop a “best estimate” determination of the
impact of SFAS 106 on the GNP-PI; secondly, we were asked to extend our sensitivity analysis
to include every possible combination of parameter values regardless of how unreasonable or
internally inconsistent those combinations might be. We performed the additional analysis
and reported the results in a supplemental report issued in March 1993. [n that report, we
found that on a “best estimate” basis, only 0.3% of the Price Cap LEC’s additional costs due to
SFAS 106 would be recovered as a result of increases in the GNP-Pl. As might be expected,
for some of the parameter combinations examined in the extended sensitivity analysis, the
percentage of additional SFAS 106 costs recovered through the GNP-PI was higher than in the
original sensitivity analysis. However, even these higher values indicated that only a small
fraction of additional SFAS 106 costs would be recovered through the GNP-Pl. Moreover,
these higher values resulted only from extremely uniikely combinations of parameter values.
For example, the ten highest values were obtained only with a price elasticity of demand equal
to 3.0, and with a direct impact of SFAS 106 on labor costs in sector 2 of 4.5%. As discussed
in the March 1993 Supplemental Report, price elasticities of demand in sectors 1 and 2 are
almost surely less than 1.0, and our baseline value of 1.5 for this elasticity was chosen to guard
against understating the impact of SFAS 106 on the GNP-PI; a value of 3.0 for this elasticity is
too high to be taken seriously. Also the value of 4.5% for the direct impact of SFAS 106 on
labor costs in sector 2 is almost double the best estimate of 2.5% and is less plausible than the

baseline estimate of 3.0%.

$:/09003/ 95 ret/neuwip/r5731.wpd
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We want to emphasize that the original study was done in a very conservative manner and the
basesline result of that study (0.7% of the Price Cap LEC's additional costs recovered through
GNP-Pl increases) is more than twice the value produced under a “best estimate” approach.
Pages 34-38 of the original study provide a detailed discussion of the conservative nature of
the analysis, including a discussion of the rationale behind the choice of each actuarial and
macroeconomic parameter utilized in the study.

Additional Macroeconomic Effect of SFAS 106

Above and beyond the GNP-PI effect reported above, when the original study was done, our
macroeconomic model indicated that, in response to the impact of SFAS 106, the wage rate in
the national economy will, over time, reduce in relative terms by 0.93% (i.e., relative to what it
would have been in the absence of SFAS 106). To the extent that a Price Cap LEC could also
benefit from a relative reduction in its wage rate, this would heip offset its increase in costs
due to SFAS 106. If a Price Cap LEC’s were able to achieve the full reduction of 0.93%, it
would finance 14.5% of its additional SFAS 106 costs. As discussed in our report, this wage
rate reduction reflects the ultimate effect of SFAS 106 after all macroeconomic variables have
adjusted to their new equilibrium levels. This macroeconomic adjustment is unlikely to be
completed within a year, and may indeed take a few years to compiete. Thus, during 1993, the
fraction of additional SFAS 106 costs financed by a relative reduction in wages is likely to be

less than 14.5% — perhaps substantially less.

Thus, even after complete macroeconomic adjustment has taken place, the combined effect
of the impact of SFAS 106 on the GNP-Pi and on the wage rate wouid stili leave 84.8% (i.e.,
100% minus 0.7% minus 14.5%) of the Price Cap LEC's additional SFAS 106 costs
unrecovered. The original study also included sensitivity analysis on how much of the Price
Cap LEC’s additional costs could potentially be recovered through the combination of
increases in GNP-PI and this wage rate effect. That analysis lent additional support to our
finding that 15.2% was a reasonable estimate of the fraction of additional costs that would be

recovered through the combination of both sources.

Again, in response to the FCC staff requests, the analysis of the impact of the combination of
GNP-Pl increases and potential wage rate reductions was extended to produce a “best
estimate” impact and a sensitivity analysis incorporating all combinations of actuariai and
macroeconomic parameters. On a best astimate basis, we determined that 12.7% of the Price
Cap LEC’s additional costs would be recovered through the combination of GNP-PI increases
and wage rate reductions; the additional sensitivity analysis again confirmed our finding that
most of the Price Cap LEC's additional costs would not be recovered through the GNP-PI and

other macroeconomic effects.

S:/00003/98ret/neuwip/r3731.wpd
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Purpose of Sensitivity Analysis

As noted above, our original report (February 1992) contained a sensitivity analysis. At the
request of the FCC staff our March 1993 Supplemental Report contained additional sensitivity
analysis (while this sensitivity analysis broadened the range of parameter values considered,
many of these additional combinations of parameters were, as explained below, implausible.)
In order to interpret and apply the resuilts of these sensitivity analyses, it is important to keep in
mind the purpose of these analyses and the conservative philosophy underlying their
implementation. We have already discussed that our conservative approach produced a
baseline calculation of the impact of SFAS 106 on GNP-PI that is larger than a calculation
based on our best estimates. The comprehensive sensitivity analysis provides an additional
degree of comfort that the baseline results are, in fact, conservative.

The primary goal of the sensitivity analysis was to explore the robustness of our findings and
to illustrate the quantitative impact on our findings of various changes in the numerical values
of the inputs. 7he ranges of values used in the sensitivity analysis were not intended to
represent the ranges of p/ausible parameter values. Instead, our conservative approach led
us to choose ranges of values so wide they include all plausible values, and then some. To
guard against the risk of omitting some plausible values, we intentionally used ranges of
values so wide they include implausible values as well. As a consequence, some of the
extreme values of the calculated effect of SFAS 106 on the GNP-PI simply reflect implausible

values for inputs.

As discussed earlier, our March 1993 Supplemental Report contains a best estimate of the
impact of SFAS 106, as well as a conservative baseline estimate, and a comprehensive
sensitivity analysis. Our best estimate (p. 14) is that only 0.3% of the increase in the Price Cap
LECs’ costs due to SFAS 106 are recovered through the GNP-PI. This finding illustrates that
our baseline calculation of 0.7% is indeed conservative. The comprehensive sensitivity
analysis, which included input values that are clearly implausible, produced some resulits for
the impact on GNP-P!| that are considerably larger. The sensitivity analysis considered three
different values of each of four different inputs to the macroeconomic model, two different
values of one input, and four different values of one input,’ and computed results using all 648
(= 3 x 3 x 3 x 3 x2 x 4) combinations of these values.

Finally, note that using two or more implausible values together heightens the degree of
implausibility. For example, supposae there.is only a one in a hundred chance that the price
elasticity of demand is as high as 3.0 and there is only one in a hundred chance that the direct
impact of SFAS 106 on labor cost in sector 2 is as high as 4.5%. Then there is only one chance
in 10,000 that both values together are appropriate. To reiterate, our sensitivity analysis

' Three values of the direct impact of SFAS 108 on labor costs in sector 2, 3 values of labor share in total cost in sector 1;
3 values of labor share in total cost in sector 2; 3 values of the fraction of labor employed in sector 2; 2 values of the
price elasticity of demand; 4 values of the labor supply slasticity,

S:/00003/96 ret/neuwip/5731.wpd

Towers Perrin




«

presents the results for all combinations of parameter values, including many combinations
too implausible to merit any attention. ‘

Validity of Original Study

Based on the discussion above, it is clear that our original study was done in a conservative
manner, most likely overestimating the impact of SFAS 106 on the GNP-PI. In addition,
comprehensive sensitivity analysis was performed to confirm the robustness of the result
against the possibility of error in estimating one or more of the economic or actuarial
parameters used in the study.

Three years have passed since the original study was issued. During that time, all companies
providing postretirement welfare benefits adopted SFAS 106. Based on what we now know,
we believe our estimate of the impact of SFAS 106 on the GNP-PI? and of the percentage
recovery of the Price Cap LEC’s additional costs incurred by their adoption of SFAS 106 is still
reasonable. Furthermore, the conservatism inherent in our original study gives us confidence
that the actual recovery of additional SFAS 106 costs through the GNP-Pi when SFAS 106
became mandatorily effective in 1993 was not materiaily greater than the 0.7% in our baseline
results.

Respectfully submitted,

e

Peter J. Neuwirth, F.S.A., M\A.AA.

L B ks

Andrew B. Abel, Ph.D.

2 Since our original report was issued, the measure used in the FCC's price cap methodology was changed from GNP-P(
to GDP-PI. This change woukl have no impact on the results of our study. Not only does the formal mathematical
model ignore any distinction between GNP-P| and GDP-P1, the actual data (presented in Table |) show only & minuscule
difference between these two measurss of the overal! price level.

Tabie 1: GOP-P1 and GNP-PY
price index | 1968 1989 1980 1991 19982 1993
GDP-PI 104.0 108.8 1136 118.1 121.8 125.5
GNP-P| 104.0 108.8 1138 118.1 121.8 125.4

Source: Survey of Current Business, August 1994. GDP-P| is from Table 7.1, p. 32, line 5, price index, fixed 1987
weights; GNP-P1 is from Tabie 7.3, p. 40, line 5, price index, fixed 1987 weights.

$:/00003/98 ret/neuwipVrS731.wpd
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Best Estimate Increases

TELCO's Unrecovered SFAS 106 Costs

March 1993

By Randy Cosby

Note: This description was originally filed in Southwestern Bell Telephone
Company's July 1, 1993 Annual Access Tariff Filing, Transmittal No. 2271,
filed April 2, 1993, Description and Justification, Appendix B. As
described on page 3-9 of SWBT's D&J: '"Appendix B, titled "Best Estimate
Inareases TELCO's Unrecovered SFAS 106 .Costs" is a description of the New
Godwins analysis that was prepared by Randy Cosby, ain] independent
professional writer and editor. Randy Cosby's narrative is intended to cut
through tha technical writing style that has been typical of the actuarial
and macroeconomic analysis presented on the formal record during the SFAS-
106 debate. Cosby's description of the Godwins analysis has been
thoroughly reviewed by the authors of the Godwins analysis, who concur that
the Cosby narrative represents an accurate description of the current
Godwins analysis."



New Findings Prove Strength of Original Request

More than 87% of the cost of adopting the SFAS 106 accounting
procedure will not be recovered by local exchange carriers subject
to federal price caps (Price Cap LECs) without exogenous treatment,
according to a "best estimate" prepared by Godwins for the United

States Telephone Association (USTA).
The best estimate, and an expanded sensitivity analysis

showing 648 potential scenarios that could change the amount of
SFAS 106 costs recovered by Price Cap LECs, were requested by the
Federal Communications Commission. (See the FCC's Jan. 22, 1993
Order in CC Docket No. 92-101, paragraphs 63 and 64).

The best estimate shows that only 0.3% of the costs are
reflected in the GNP price index and 12.3% might be recovered by a
reduction in the wage rate and other macroeconomic adjustments,
" leaving more than 87.3% of the costs unrecovered.

The finding underscores the conservative nature of the Price
Cap LECs' request for exogenous treatment made last year. In that
request, which was based on a study by Godwins, exogenous treatment
was sought for only 84.8% of the costs of SFAS 106 -- 2.5
percentage points less than the best estimate now clearly indicates
is reasonable.

The earlier calculation estimated that 0.7% of the costs would
be recovered in the price index and 14.5% might be recovered by a

reduced wage rate.



Given the philosophy followed in the Godwins study, it should
come as no surprise that the best estimate is higher than the
original estimate cited in the study. The study generally used
conservative values when setting parameters for the actuarial and
macroeconomiC analyses used to gauge the impact of SFAS 106 on
TELCO, a composite company constructed to more easily quantify
statistics compiled from the 11 Price Cap LECs.

At every juncture, Godwins used values that avoided giving
unwarranted benefits to TELCO. The intent was to avoid potential
claims of double-counting by erring in the direction least

favorable to Price Cap LECs.
For example, in the macroeconomic model Godwins overstated the

impact on GNP-PI by using a baseline value of price elasticity of
demand that is almost certainly too high. When this value was
reduced to a more likely level for computation of the best estimate
of recovery, it reduced the amount of costs TELCO would recover
through the GNP-PI and other macroeconomic effects.

A similar result occurred when Godwins overstated a value for
labor supply elasticity which, like price elasticity of demand, is
among several economic parameters used to determine how much of
SFAS 106 costs will be recovered through the GNP-PI.

The study's conservative bent also is shown in the actuarial
analysis by use of a 3% figure to quantify the direct impadt %of
SFAS 106 on labor costs for the portion of the econoﬁy that
includes businesses providing post-retirement benefits. The best

estimate places this value at 2.5%, fully a half-percent lower than



the conservative estimate.

It is with a firm belief in the Godwins study, and with
steadfast support for the actuarial and macroeconomic analyses on
which the study is based, that the 84.8% estimate used by the Price

Cap LECs in their filings last year, is reaffirmed.

Conservative Estimate Is Built On Sound Foundation

The conservative estimate developed by Godwins in this study
is built on a firm foundation composed of an actuarial analysis, as
well as a macroeconomic analysis that uses parameters derived from

the actuarial study.

Using extensive demographic, economic and benefit program data
collected from 11 Price Cap LECs, the actuarial analysis constructs
TELCO, a composite company that closely reflects the entire
industry's characteristics.

When compared to the average employer in the economy, the
effects of SFAS 106 on TELCO'S costs are disproportionately higher
due to a combination of factors. Its work force stays on the job
longer, retires earlier, has a higher ratio of retired-to-active
workers and has a higher proportion of covered workers.

The situation is offset somewhat by the fact that TELCO's
labor costs are a lower percentage of total costs than of the
average employer in the GNP.

Given these circumstances, the average employer in the economy

will experience only 28.3 percent of the cost increase from SFAS

-3 -



106 that will hit TELCO.

Among the steps taken to obtain the results:

* A comparison of TELCO's benefits program to a "national
average" benefit program developed through the use of a database of
provisions of retiree medical plans sponsored by 830 private-sector
companies employing 19 million workers, which is well over half of
all covered employees in the United States.

* Adjustments for differences in programs and other factors,
such as the average age of employees, length of service, retirement
patterns, number of retirees and current level of pre-funding of
benefits.

The actuarial analysis also utilizes a number of factors to
develop a formula that quantifies the direct impact of SFAS 106 on
labor costs for the portion of the economy that includes businesses
providing post-retirement benefits. The best estimate places this
value at 2.5%, fully half a percentage point lower than the 3%
conservative estimate used in the Godwins study. -

Through its examination of the impact of SFAS 106 costs on the
economy as a whole, the macroeconomic analysis divides the 95.8
million private-sector workers in the national economy into two
groups. They are:

* Sector 1l: An estimated 65.1 million workers who have no
post-retirement plan covered by SFAS 106 rules; and

* Sector 2, an estimated 30.7 million workers eligible for

some type of retirement plan, the cost of which ultimately will be

-4 -



reflected in SFAS 106 costs.

The macroeconomic model also finds that only 2.3% of the
average employer's additional costs resulting from SFAS 106 is
passed through to the GNP price index. Consequently, TELCO stands
to recover only .7% through the GNP-PI because the actuarial
analysis finds the price index will reflect only 28.3% of the
additional costs incurred by the average Price Cap LEC due to SFAS
106. 4

Although it first appears that this means 99.3% of TELCO's
additional costs are unrecoverable, the macroeconomic analysis
determines that the national wage rate might be 0.93% lower than it
would have been in the absence of SFAS 106.

Consequently, if TELCO can achieve a similar reduction in its
- wage rate, another 14.5% of SFAS 106 costs could be recovered,
lowering its total unrecovered costs to the conservative estimate

of 84.8% that is being sought for exogenous treatment.

Some Outcomes Are Not Realistically Conceivable

As explained in the original Godwins study, the macroeconomic
model for determining how mucﬁ of the SFAS 106 costs are
unrecoverable can, by adjusting the values of its parameters, be

used to obtain numerous possible outcomes.

Godwins attempted to display the sensitivity of the results in

-5 -



its original study by showing an extremely wide range of possible
outcomes--as well as the conservative estimate believed to be a

reasonable basis for éxogenous treatment.

However, the Commission subsequently requested, and now has
been provided, all 648 estimates, as well as an overall best
estimate.

This list shows all outcomes associated with all "possible"
parameter values. But it must be understood that results at either
end of the spectrum are based on extreme values and simply are not
realistically conceivable.

That is the case with at least three of the parameter values
which show more than 40% of costs being recovered through GNP-PI
and macroeconomic adjustments. This occurs because any attempt to
display every combination of parameter values requires some of
those values to be set at levels needed simply to fill out the
" "grid" of possibilities.

For example, the outcomes in question are based on unrealistic
values for:

-~ Price elasticity of demand. The flawed combinations of
parameters use a value of 3.0, which is much too high to be
plausible. The baseline calculation purposely uses a value of 1.5
that is too high in order to guard against the possibility of
understating the impact of SFAS 106 on GNP-PI. The true value

almost surely is less than 1.0.
-- The direct impact of SFAS 106 on labor costs in sector 2,



the segment of the economy encompassing covered workers. The 4.5%
value applied here is much too high, as evidenced by the 2.5% value

used to develop the best estimate and the 3% value used in Godwins

original conservative estimate.

The foregoing is why all of the combinations of parameter
values that show less than 60% of additional SFAS 106 costs being

recovered without exogenous treatment simply are not worthy of

consideration.
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BACKGROUND

Godwins has been engaged by the United States Telephone Association to perform
an analysis of the impact of SFAS 106 on the GNP-PI. In particular, Godwins was
asked to determine the extent to which the price cap mechanism utilized by the
FCC will reflect the impact of SFAS 106 and will enable Local Exchange Carriers

to recover their increase in total operating costs incurred due to their adoption

of the new accounting standard.

This report describes the results of that analysis and provides detailed
documentation of the data, methods, and assumptions utilized in the study.

Respectfully submitted,
Peter J. Neuwirth, F.S.A., M.A.A.A.

a8ty

Andrew B. Abel, Ph.D.
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I. EXECUTIVE SUMMARY

The purpose of this study is to determine what percentage of the additional costs
incurred by Local Exchange Carriers subject to Federal Price Cap regulations
(hereinafter referred to as "Price Cap LECs") as a result of the Financial
Accounting Standards Board's Statement No. 106 (SFAS 106) will be reflected in
the GNP Price Index (GNP-PI) and what percentage will not be so reflected.

This study finds that ultimately the increase in GNP-PI caused by SFAS 106
(.0124%) will provide for recovery of 0.7% of the additional costs incurred by
Price Cap LECs. Other macroeconomic factors, principally an eveatual adjustment
of the national wage rate, account for recovery of an additional 14.5% of the
additional costs incurred by Price Cap LECs, leaving 84.8% of these additional

costs unrecovered.

This study is presented in two stages: an Actuarial Analysis followed by a
Macroeconomic Analysis. The Actuarial Analysis uses demographic, economic and
benefit program data collected from each Price Cap LEC to construct a composite
company (hereinafter referred to as "TELCO") which reflects the characteristics
of the industry as a whole. This analysis finds that the impact of SFAS 106 on
the costs of the average employer in the economy is only 28.3% of the
corresponding impact on TELCO. The Macrosconomic Analysis which analyzes the
impact of SFAS 106 on the economy as a whole finds that only 2.3% of the average
employer’s additional costs resulting from SFAS 106 is passed through to the GNP-
PI.

The table on the following page summarizes how the key results of the study are
combined to derive tha unrecovered proportion of the Price Cap LECs' SFAS 106

costs.




Effects of SFAS 106 on TELCO’s Costs

(A) Impact on national average costs relative to TELCO'’s costs 28.3%
(from the Actuarial Analysis)

(B) Proportion of increase in national average costs passed

through to GNP-PI 2.3%
(from the Macroeconomic Analysis)

(C) Proportion of TELCO's SFAS 106 cost increase reflected
in GNP-PI 0.7%
(item (A) x item (B))

(D) Proportion of TELCO’s SFAS 106 cost increase offset by
other macrosconomic adjustments, including the reduction

of the wage rate 14.5%
(from the Macroeconomic Analysis)

(E) Proportion of TELCO’s SFAS 106 cost increase unrecovered 84.8%
(1008 - item (C) - item (D))

Actuarial Analysis

Even if one wers to take a conservative approach and assume that all SFAS 106
costs were passed through directly and completely to price increases and thus
into the GNP-PI, 1008 of each Price Cap LEC’s SFAS 106 costs would be reflected

in the GNP-PI, only if the following were trus:

° The benefits provided by the Price Cap LEC to its employees were at the
sams level as those provided to all other employees in the economy.

¢ The benefits provided by the Price Cap LEC gave rise to the same relative
increase in total costs as for other employers when SFAS 106 is applied.




Because neither of the above statements is true, the percentage of each Price Cap
LEC's SFAS 106 costs that will be reflected in the GNP-PI is far less than 100s.
Indeed, we have determined that ignoring macroeconomic sffects, only 28.3% of the
additional costs incurred by the average Price Cap LEC due to SFAS 106 would be
reflected in the GNP-PI. This result was derived by the following steps:

* By utilizing demographic, economic, and benefit program data collected from
each Price Cap LEC we constructed a composite company (hereinafter referred
to as "TELCO") which reflects the characteristics of the industry as a
whols.

. By utilizing a data base of plan provisions for retirse medical plans
sponsored by 830 private sector employers (covering 19 million employses)
and our Benefit Level Indicator ("BLI") methodology, we determined how
TELCO's program compared to a "national average® bensfit program.

¢ Ve adjusted this comparative benefit analysis to reflect specific factors
that would cause similar benefit programs to generate different levels of
SFAS 106 cost. In particular, we adjusted for:

- differences in demography (average age, service, etc.)

- differences in withdrawal and retirsment patterns

- differences i{n the number and impact of current retiress

- differences in the extent of current pre-funding of benefits conducted
by TELCO and that of others.

* We then took account of the very large group of worksers in the national
economy who are not covered by any post-retirement program or are covered
by s program that is not affected by the FASB’s rules. Their employers
will, by definition, incur no SFAS 106 cost for them. * 4




° We made two final adjustments to the comparative analysis due to economic

factors. In particular, we:

- made an adjustment for differences between per unit labor costs for

TELCO and for other employers, and

- made an adjustment for differences in the percentage of total output
represented by labor costs for TELCO and for other employers.

Putting together all of these factors, we find that the impact of SFAS 106 on the
costs of the average employer in the economy (including employers that do not
offer post-retirement health benefits and/or are not affected by FASB’s rulas)
is only 28.3% of the corresponding impact on TELCO. In addition, the Actuarial
Analysis finds that SFAS 106 directly increases labor costs by 3% for the average
employer offering post-retirement health benefits covered by SFAS 106. This 3%

figure is an important input to the Macroeconomic Analysis,

Macroeconomic Analysis

The purpose of the Macroeconomic Analysis is to determine the axtent to which the
additional costs resulting from SFAS 106 would be passed through to an increase
in GNP-PI. The Macroeconomic Analysis utilizes a macroeconomic model developed
for Godwins by Professor Andrew Abel of the Wharton School of the University of
Pennsylvania to address this question. The Macroeconomic Analysis finds that
only 2.3% of direct SFAS 106 costs of the average employer in the economy are
passed through to the GNP-PI. In addition, as a result of SFAS 106 the average
wage rate in the economy would bs 0.93% lower than it would have been in the
absence of SFAS 106.

Effects of SFAS 106 on TELCO's Costs

As noted, the ultimate purpose of the study is to determine the extent to which
GNP-PI reflects the additional costs incurred by the average Price Cap LEC
(i.e. TELCO) as a result of SFAS 106. The table shown on page 2 summarizes our
findings. Item (A) summarizes the Actuarial Analysis which finds that costs of

&du”’ﬂs ——
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the average company in the economy increase by only 28.3% as much as TELCO's
costs increase as a result of SFAS 106. Because only 2.3% of the average
increase in costs is passed through to the GNP-PI (item (B)), only 0.7%
(item (C), 2.3% x 28.3%8) of TELCO's additional costs resulting from SFAS 106 are
reflected in GNP-PI. Thus, it would appear that 99.38 of TELCO's additional
costs are left unrecovered. However, the Macroeconomic Analysis finds that the
national wage rate would eventually be 0.93% lower than it would have been in the
absence of SFAS 106. If TELCO wers able to benefit from a similar reduction in
its wage rate, such & reduction would recover an additional 14.5% of TELCO's
direct SFAS 106 costs (item (D)). Taking account of the 0.7% recovery dus to
GNP-PI and the eventual 14.5% recovery dus to the adjustment of the wage rate
leaves 84.8% of TELCO's direct SFAS 106 costs unrecovered (iteam (E)).




II. DEVELOPMENT AND SUMMARY OF RESULTS

We wish to establish what percentage of the average Price Cap LEC’s SFAS 106
costs will be reflected in the GNP-PI and hence what percentage will not be so

reflacted.

We begin with an actuarial analysis which proceeds in two steps. The first step
in the actusrial analysis is to construct a composits company which accurately
reflects the characteristics and benefit plans of the average Price Cap LEC. The
second step is to determine the impact of SFAS 106 on this composite company
relative to the impact of SFAS 106 on other employers in the GNP on the
assumption that all additional costs are passed on completely into the GNP-PI.
Following the actuarial analysis is a macrosconomic analysis to determins the
extent to which the additional costs will, in fact, translate into higher prices
and, therefore, affect the GNP-PI,

Construction of Composite Company ("TELCO®)

Actuarial, benefit, economic and demographic data were collected on eleven Price
Cap LECs. Data included was for total Telephons Operations consistent with
amounts included on the 1990 ARMIS 43-02 for each Company. These data wers then
combined, treating each Price Cap LEC as if it were a division of the larger
combined company. The characteristics of this composits company ("TELCO®) are

as follows:

Number of Active employses 613,193
Number of Retired employses: 294,482
1990 Average compensation per employes: $38,533
1990 Total Revenus (in millions): $82,512.9
1590 Total Value Added (in millions): $61,338.4
Average Per Capita Claims Cost: $3,075
Average Age of Actives: 41.6
Average Service of Actives: 16.6
-6-




Impact of SFAS 106 on the Average Price Cap LEC Relative to {ts Impsct om All

Emplovers in the GNP

There are 95.8 million private sector employees and 18.6 million public sector
employees in 'GNP’, all of whom (and their dependents) may incur medical charges
in retirement. Public sector employers, however, will not record SFAS 106
expense even where the entity sponsors a post-retirement medical plan (public

sector employers are not subject to FASB rules).

Of the private sector employees, 30.7 million are eligible to have a proportion
of their charges in retirement met by their employer’'s medical plan (and which
plan is subject to SFAS 106), the actual proportion depending on the detailed
provisions of their employer’'s plan(s). It is this anticipated employer cost for
those employees that is reflected in SFAS 106 costs. The proportion of the
charges met is an effective measure of the overall level of benefit provided by
a given plan. We will refer to it as the Benefit Level Indicator ("BLI"). Ve
must establish the average proportion of cavered employees’ charges that will be

met collectively by their employers - the GNP BLI.

Separately we will calculate the average proportion of charges met by the average
Price Cap LEC - the TELCO BLI.

All other factors being equal (which they are not), the percentage of TELCO's
SFAS 106 costs that would be reflected in the GNP-PI would be represented by the

following ratio:

Banefit Lavel Indicator for the

BLI Ratio = GIP BRILI =
TELCO BLI Benefit Level Indicator for TELCO

However, this ratio requires a number of adjustments:

° Adjustment for differences in demography which will affect the SFAS 106
impact of a given program (Demographic Adjustment).

W—



Adjustment for the differing impact on SFAS 106 costs of current retirees
at TELCO compared with other employers (Current Retiree Adjustment).

Adjustment for any differences in the extent to which TELCO is pre-funding
its post-retirement benefits compared to other employers (Pre-Funding

Adjustment).

Adjustment for employees not covered by post-retirement medical programs or
covered by programs for which SFAS 106 will not apply (Non-Covered
Employess Adjustment).

Adjustment for differences between per unit labor costs for TELCO and for
other employers (Per Unit Labor Cost Adjustment).

Adjustment for differences in the percentage of total output representsd by
labor costs for TELCO and for other employers (Labor Cost Percentage

Adjustment).

Utilizing the data, methods, and assumptions described in Section III, we have

determined the following values:

(1)

(2)

(4)

(3)

(6)

(7)

GNP BLI = .2568

TELCO BLI =~ .4390

BLI Ratio = .2568 + .4390 = ,35830

Demographic Adjustment « . 5438

Current Retiree Adjustment -~ 9287

Pre-Funding Adjustment = 1.313

Non-Covered Employees Adjustment = .2684



{(8) Per Unit Labor Cost Adjustment = 1.3062
(9) Labor Cost Percentage Adjustment = 2.0832

(10) SFAS 106 Cost Increase Ratio = BLI Ratio x (&) x (5) x (6) x (7) x
(8) x (9) = .2833

The SFAS 106 Cost Increase Ratio can be interpreted as meaning that, at most,
only 28.3% of the additional cost incurred by TELCO due to SFAS 106 will find its
way into the GNP-PI becauss the average employer in the GNP will experience only
28.3% of the cost increase that will hit TELCO.

Extent to which Impact of SFAS 106 on All Emplovers in GNP Trsnslates into an

Increase in che GNP-PI

The effect of SFAS 106 on the GNP-PI is calculated using a macroeconomic model
that has two sectors. In sector 1 employers do not offer post-retirement health
benefits, and in sector 2 employers do offer post-retirement health benefits.
The macroeconomic model treats the introduction of SFAS 106 as a direct increase
in the cost of labor facing employers in sector 2. The baseline calculations
using the model calculate the impact of SFAS 106 on the GNP-PI using the
following information:

(1) sector 2 accounts for 32% of private sector employment;
(2) labor costs account for 64% of total costs in sector 1 and in sector 2; and
(3) SFAS 106 directly increases labor costs by 3% in sector 2.

Based on these inputs, numerical solution of the macroeconomic model indicates

that SFAS 106 will increase the private sector price index by 0.0138%.
To put this result in perspective we calculate a back-of-the-envelope estimate

of the effect of SFAS 106 on the private sector price index as follows: a 3%

increase in labor costs raises total costs and prices in sector 2 by 1.92% (64%

éﬂdms E—
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share of labor costs in total costs x 3% increase in labor costs) and thus raises
the private sector price index by 0.614% (1.92% increase in price in sector 2 x
0.32 share of sector 2 in private sector GNP). Thus, if all direct costs were
completely passed through in prices, and if there were no change in the amount
of labor employed and output produced by each employer, the private sector price
index would increase by 0.614%. However, taking account of the impact of labor
costs on the demand for labor, and the impact of price changes on the demand for
goods, the macroeconomic model finds that the private sector price index
increases by only 0.0138%. We define the "passthrough coefficient™ as the
increase in the price index according to the macroeconomic model divided by the
back-of-the-envelope price increase. In the baseline calculation, the
passthrough coefficient is 0.0225 (0.0138% + 0.614%). The passthrough
coefficient can be thought of as the percentage of national SFAS 106 costs that
will actually be reflected in the private sector price index.

The GNP-PI covers prices of govermment sector production as well as prices of
private sector production, with the government sector accounting for 10.6% of GNP
and the private sector accounting for 89.4% of GNP. Because SFAS 106 does not
apply to the government sector, the government component of the GNP-PI will not
be affected by SFAS 106. Therefore the increase in the GNP-PI equals 89.4% of
the increase in the private sector price index. This factor of 89.4% applies
both to the back-of-the-envelope price increase and to the price increase
calculated by the macroeconomic model. Thus, the back-of-the-envelope increase
in the GNP-PI is 0.549% (0.894 x 0.614%) and the increase in the GNP-PI according
to the macroeconomic model is 0.0124% (0.894 x 0.0138%). The passthrough
coefficient is 0.0225 (0.0124% + 0.549%) which is identical to the passthrough

coefficient for the private sector price index.

GNP-PI

As noted above, the average employer in the GNP will experience only 28.3% of the
cost increase that TELCO will experience due to SFAS 106. Furthermore, we have
seen that only 2.3% of the cost increase experienced by all employers in the GNP
will be passed through to the GNP-PI. From the interactiom of these factors we

Ws_—
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are able to conclude that only 0.7% of TELCO's SFAS 106 costs will be reflected
in the GNP-PI and that 99.3% of these additional costs will not be reflected in

this price index.

Additionsl Macroeconomic Effect of SFAS 106

In addition to the result reported above our macroeconomic model indicates that,
in response to the impact of SFAS 106, the wage rate in the national economy
will, over time, reduce in relative terms by 0.93% (i.e., relative to what it
would have been in the absence of SFAS 106). To the extent that TELCO could also
benefit from a relative reduction in its wage rate this would help to offset its
increase in costs due to SFAS 106. If TELCO were able to achieve the full
reduction of 0.93% this would finance 14.5% of its additional SFAS 106 costs.
As noted, this wage rate reduction reflects the ultimate effect of SFAS 106 and
would not necessarily fully occur in 1993 when SFAS 106 becomes effective.

Thus the combined effect of the impact of SFAS 106 on the GNP-PI and on the wage
rate would still leave 84.8% of TELCO's additional SFAS 106 costs unrecovered.
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III. DETAILED DESCRIPTION OF ANALYSIS

Impact of SFAS 106 on the Average Price Cap LEC Relative to {ts Imoact op All

Emplovers in the GNP

This section of our report is a re-iteration of Section II but with considerably

more detail.

Construction of Composite Company ("TELCO"™)

As noted earlier, eleven Price Cap LECs submitted data for this study. Each firm
informed us of its number of active employess and their average ages and averags
service, and of the number of its retirees covered by employer subsidized Medical
Plans. We were also provided detailed descriptions of the Medical Plans for
Retired Employees and of the results of actuarial studies of the impact of SFAS

106 on expensing for these Plans.

Our data included a distribution by quinquenial age and service cells for 125,000
active employses, and we used the shape of this distribution for the valuations
needed for this report. The distribution was shifted as required, to fit the
known average age and average service for all of the Price Cap LECs. A census
was constructed from the adjusted distribution, which census represents the
typical Price Cap LEC.

A Benefit Level Indicator was determined for each Plan. As noted earlier, this
Benefit Level Indicator measures the relative value of individual plans. The
methodology for calculating the Benefit Level Indicator for a given retiree
medical plan is discussed in detail beginning on page 12. The Indicators were
averaged and a Plan with the average Benefit Level Indicator was used for this
study. As expected, the actuarial assumptions used for the calculation of the
impact of SFAS 106 differed from study to study.




The discount rate was a single number for all but 1 of the 11 Price Cap LECs (an
equivalent uniform rate was proffered for the one exception) and the discount
rate for the composite firm, TELCO, was taken as the average of the individual
rates, weighted by number of active employees. Simple averages could not be used
for turnover assumptions or retirement decrements because such rates are one or
two dimensional arrays. Therefore TELCO turnover was derived by doing valuations
of a standard Plan using each firm’s turnover rates, the TELCO census, and a
standard retirement age. The turnover table for TELCO was taken from a
collection of standard turnover tables used for Pension Valuations, and was
selected as that table which when used with the TELCO census, standard Plan and
standard retirement age gave the best agreement as to the SFAS 106 liabilities
as determined by the aggregation of individual firm’s actuarial studies.

The composite retirement age assumption for TELCO was derived by satting i
pattern for each firm, which pattern gave the same average retirement age for an
employee attaining age 55, ignoring mortality, as given by the retirement age
assumptions used for the actuarial studies. These patterns had one free
parameter (the level rate to be applied for ages 55 to 61), and the composite
pattern was that pattern with the average value of the free parameter. TELCO's
trend rates were derived using an analysis similar to that used for determining
TELCO's retirement rates. We used an ultimate trend rate equal to the average
of ultimate trends rates used in the actuarial studies. We then determined a
value for an initial trend rate for each Price Cap LEC such that a declining
Pattern of trend rates beginning with that initial trend rate and grading down
to the average ultimate trend rate gave the same present value for a 30-year
stream of projected claims payments as would be obtained by using the actual
trend rates assumed in that Price Cap LEC's actuarial study. The composite trend
assumption for TELCO was the pattern associated with the average initial trend

rate grading down to the previously determined average ultimate trend rate.
t
&
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Calculation of GNP BLI and TELCO BLI

We define the Benefit Level Indicator ("BLI") to mean the percentage of total
medical claims incurred by an employer’s retirees that will be reimbursed by the
employer’s benefit program. This definition applies only to the plan for which
the employer's active employees may become eligible and the BLIs are based only
on current levels of medical costs and Medicare reimbursement. We consider only
current levels because the SFAS 106 requirement to value the "substantive” plan
suggests that it is reasonable to assume that plan provisions (e.g., deductibles,
out-of-pocket maximums, etc.) will generally be projected (either explicitly or
implicicly) to stay consistent with aggregate cost levels. In general, the
liability for current retirees is already being expensed on a pay-as-you-go basis
and is a function of prior plan provisions. As noted earlier, the impact of
current retirees on SFAS 106 costs is taken account of in the Current Retiree

Adjustment.

Thus, in order to calculate the BLI of a given employer’s post-retirement medical
plan one needs the plan provisions and an anticipated frequency distribution of
medical charges broken down by type of charge and size of charge.

The calculation itself is very detailed, but relatively straight forward. For
each type and size of annual claim pre- and post-65 (e.g., hospital charges
between $5,000 and $6,000 incurred before age 65), the plan’s provisions (i.e.,
deductible, coinsurance, etc.) are applied and a plan reimbursement amount is

calculated, allowing for any integration with Medicare benefits.

After all plan reimbursement amounts are calculated, the frequency distribution
is applied to calculate an overall average reimbursement ratio compared to total
medical charges. This ratio is then adjusted for the amount of required retiree
contributions called for by the plan. The result is the net BLI. Because of the
significant differences between plan provisions that apply to retirees pre- and
post-65 (Medicare integration, contribution levels, etc.), two BLIs are
calculated, pre- and post-65. These two BLIs are then weighted to generate an

overall BLI for the employer.

-l4-
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As noted above, the calculation of an employer’'s BLI requires both a data base
of employer plan provisions and a detailed medical claims distribution. With
respect to plan provisions, we have utilized a data base of over 1,000 employers
which includes 830 employers who sponsor post-retirement medical programs. For
each of these employers, we have detailed plan provisions which include for pre-
and post-65 coverage for each type of medical charge (surgery, hospital,
physicians, drugs, etc.):

° Eligibility requirements

° Deductible

¢ . Coinsurance

° Out-of-pocket maximums

° Plan reimbursement maximums (annual and lifetime)

° Required contributions for employee and dependent coverage
° Type of Medicare Integration

The data base includes only limited information on dental coverage and no
information on post-retirement life insurance. The data base itself is comprised
mostly of large employers with over 1,000 employees and {s distributed throughout
all six of the major industry categories outlined by the General Accounting
Office in its recent survey of the prevalence of post-retirement medical
programs. In total, the data base covers approximately 19 million of the
estimated 38 million employees who work for employers who sponsor post-retirement
medical programs. A summary of the data base appears in Appendix A.

With respect to the distribution of medical claims, we utilized a distribution
based on the actual 1990 experience of 39,436 retirees (pre- and post-65) covered
by employer sponsored post-retirement medical plans administered by one large
national insurance company. The data includes detailed breakdowns of claim
amounts by size and type of claim. It covers plans throughout the United States
and, to our knowledge, does not have any geographic or industry bias.

To derive GNP-BLI, Benefit Level Indicators were calculated for each employer in
the data base, then a comparison was made between our data base of large employer
plans and the employers who make up the GNP. In making- that comparison, we

Ws S
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utilized information from the United States General Accounting Office March 1990
Report on "Extent of Companies Retiree Health Coverage", including unpublished
supporting data obtained directly from the GAO staff. In particular, average
BLIs by industry (weighted by number of employees) were determined from our data
base. These average BLIs were then weighted by the percentages of covered
employees working in each major industry as determined by the GAO survey. These
weighted values were then averaged to come up with BLIs for the GNP for pre-65
and post-65 coverage separately. The pre- and post-65 BLIs were then weighted,
based on the average demographics and retirement experience of the national

workforce, to produce GNP-BLI.

TELCO in total sponsors 18 post-retirement medical programs (i.e. one or more for
each of the Price Cap LECs). The same BLI calculation process described above
was utilized to determine the pre- and post-65 Benefit Level Indicators for each
of the 18 employee groups. These 18 sets of BLIs were then combined on an
employee weighted basis to derive pre- and post-65 BLIs for TELCO as a whole.
The pre- and post-65 BLIs were then weighted and combined on the basis of
national average demographics and retirement patterns to produce TELCO BLI. The
numerical derivation of GNP BLI and TELCO BLI is outlined below.

Calculacion of Benefit Level Indicator for Average Emplover in GNP

1. Calculate pre- and post-65 BLIs by industry from data base.

doduscry Ere-65 BLI  Post-65 BLIL
Mining & Manufacturing, etc. . 7232 .2340
Construction .7758 .0604
Transportation/Utilities 7974 .2643
Retail .4730 .0603
Finance/Insurance ’ 6721 .1926
Consumer Services 5771 .1267
-16-




2. Calculate industry weighted average BLIs using industry weightings from GAO
study. (See Appendix A for industry weightings from GAO study)

Industry Weighted Average BLI Pre-65 - .6898
Post-65 - .2008

3. Calculate GNP BLI based on national demographics (retirement age = 63).
(See Appendix B for methadology for determination of pre- and post-65
weightings)

GNP BLI = .2568

Calculacion of Benafit Lavel Indicator for TELCO

1. Calculate pre- and post-65 BLIs for each plan sponsored by TELCO:
Weighted Average Benefit Level Indicators for TELCO

Pre-65 - .8295
Post-65 - .3885

2.  Calculate TELCO BLI based on national demographics:

TELCO BLI = .4390

Calculation of Demographic Adjustment

Even if the Bemefit Level indicators of the GNP were equal to that of the average
Price Cap LEC (i.a. if GNP BLI were equal to TELCO BLI), they would not
necessarily generate the same anticipated retiree claim cost per active employee.
If TELCO employees exhibit different turnover than other employees in the GNP,
a different percentage of TELCO's employees will reach retirement. This will
result in a different retiree claim cost per active employee. As can be saen
from Appendix A, TELCO will in fact utilize lower rates of turnover than those

-17-
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used by other employers in determining SFAS 106 costs. Because of this an
adjustment of .7788 (Turnover rate adjustment) will need to be applied to the BLI

ratio.

Furthermore each $1 of TELCO anticipated claim cost will not translate into the
same amount of SFAS 106 cost as will each $§1 of anticipated retiree claim cost
in the GNP. This will be due to two types of denographic differences between
TELCO and the GNP. In particular:

° TELCO employees are older and have more past service than those in the GNP.

° TELCO employees tend to retire at earlier ages than is true throughout the

national economy.

The extent of these differences is {llustrated in Appendix A, and will give rise
to the following additional adjustments to the BLI ratio:

Ad justment due to age and past service differences = .8528 (age/service

ad justment)
Ad fustment due to earlier retirements among TELCO employees = .8188 (retirement

rate adjustment)

The total demographic adjustment is derived as (turnover rate adjustment) x
(age/service adjustment) x (retirement rate adjustment):

Demographic Adjustment = .7788 x .§528 x .8188 = .5438
The specific methods and #slunptionn utilized in the derivation of the above

adjustment are described in Appendix B. In developing this as well as all future
adjustments methodology was employed to ensure that no "double counting® &

effects occurred.
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Calculation of Current Retiree Adjustment

Because a significant portidn of SFAS 106 costs will arise due to the
amortization of the 1liability for current retirees we must allow for the
possibility that the relative SFAS 106 cost impact of these current retirees will
be different for TELCO than for the GNP. In order to address this, we calculated
and compared the average current retiree benefit cost per active employee for

TELCO and for the GNP (using for the GNP only the 30.7 million active employees

who generate SFAS 106 costs).

For TELCO the average claim cost per current retiree is $3,075 while for the GNP
it is $1,802. Furthermore the ratio of current retirees to active employees at
TELCO is .4802 compared with .1726 for the GNP. Thus the ratio of current
retiree cost per active employee of the GNP to that of TELCO is (.1726 x 1802)

+ (.4802 x 3075) or .2106.

If the BLI ratio after applying Demographic Adjustment was also .2106 then no
further adjustment would be required. However, the BLI ratio after the
Demographic Adjustment is .3181 (.5850 x .5438). Current retirees at TELCO
represent 21.09% of the incresse in costs due to SFAS 106 and active employees
represent the other 78.91s. Taking this into account, we calculate:

Current Retiree Adjustment = .7891 + (.2109 x .2106 + .3181) = .9287.

Calculation of Pre-funding Adiustment

Thus far we have assumed that the increase in labor costs due to SFAS 106 for
both the GNP and TELCO will equal expense calculated under SFAS 106 minus claim
cost for current retirees (i.e. current "pay as you go" cost). If, however,
either TELCO or employers in the GNP have been funding and/or acéruing expense
for post-retirement medical benefits in excess of "pay as you go" cost, then an
adjustment must be made. In fact several of the Price Cap LECs have accumulated
and are continuing to accumulate assets in trust to pay future post-retirement
medical benefits. Therefore the increase in TELCO's labor costs due to SFAS 106
will be less than it would be had no pre-funding taken place. By making the

évdm’m___
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conservative assumption that no similar accumulation of assets is taking place
in the GNP, we calculate an adjustment equal to the increase in TELCO's labor
cost if no pre-funding was taking place divided by the increase in TELCO's labor
cost taking into account both accumulated assets and ongoing annual pre-funding

contributions. Specifically the adjustment was determined as:

(1991 TELCO SFAS 106 Cost assuming no prior funding - 1991 projected claims
payment) + (1991 TELCO SFAS 106 Cost recognizing prior funding - 1991
projected claims payment + additional 1991 funding costs).

Therefore, expressing all amounts in $millions:

Pre-funding Adjustment = (2,858.4-905.5) + (2,693.1-1,205.8) = 1.313

Calculation of Non-Coverad Emplovees Adjustment

Thus far, we have developed a BLI ratio and a set of adjustments that relate to
those employees who generate SFAS 106 costs. We must still adjust this ratio to
reflect the fact that while TELCO extends its post-retirement medical programs
to its entire workforce, there are employers in the GNP who provide benefits to
only a portion of their workforce and many employers who do not provide any post-
retirement medical benefits at all. Finally, we must allow for public sector
employees, none of whom generates SFAS 106 costs. In fact, the Non-Covered
Employee Adjustment is simply the percentage of all employees in the GNP who
could become eligible for post-retirsment medical benefits programs sponsored by

their employers which are subject to SFAS 106.

As can be ssen in Appendix A, the US General Accounting Office performed a
detailed survey in 1990 to determine the extent of post-retirement medical
coverage provided by US employers in the private sector. The study concluded
that of the 95.8 million private sector employees, 38.5 million work for
employers who provide post-retirement medical benefits, but only 30.7 million of
these 38.5 million employees could actually become eligible for benefits affected
by SFAS 106, with the remaining 7.8 million being ineligible because they work
for non-covered subsidiaries, work in non-covered job classes, or are covered by

&m‘m’n&—

-20-




multi-employer plans which are not subject to SFAS 106. Since government
entities are also not subject to SFAS 106 (but are part of GNP), we must'adjust

for all public sector employees who number 18.6 million. Thus we calculate:

Non-Covered Employees Adjustment = 30.7 + (95.8 + 18.6) = .2684

Calculaction of Per Unit Labor Cost Adjustment

Adjustments made thus far have taken account of the fact that employers with the
same Benefit Level Indicator may have different SFAS 106 costs per employae.
However, even if SFAS 106 costs per employee were the same, labor costs per
employee may not be and thus the relative impact of SFAS 106 on per unit labor

costs may not be the same.

In fact, the labor costs per employee are significantly higher at TELCO than for
other employers in the GNP. This is due, in part, to demographic differences but
is also due to the different mix of skilled and unskilled workers at TELCO
compared to the average mix in the GNP. As shown in Appendix A, TELCO's total
annual compensation per employee is $38,533 as compared to the national average
of $29,500. Therefore, to reflect the fact that each $1 of per employee SFAS 106
cost will represent a smaller portion of total labor costs for TELCO than for the

GNP, we calculate,

Per Unit Labor Cost Adjustment = 38,533 + 29,500 = 1.3062

Calculation of Labor Cost Percentage Adjustment

Even after applying the Per Unit Labor Cost Adjustment we must address the
possibility that the percentage of output represented by labor costs may differ
between TELCO and the GNP. If this is so,-then even if SFAS 106 had the same
percentage impact on the labor costs of both TELCO and the GNP, there would be
a difference in its impact on the total costs of each. Unlike the explicit
nature of the calculation of the other Adjustments, the Labor Cost Percentage

Adjustment has to be calculated implicitly as explained below.
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For the economy as a whole output is synonymous with value added (which is total
revenue minus the cost of purchased inputs) and labor costs represent 64.27% of
total output. For TELCO output consists of the cost of goods plus value added:
the cost of goods is 25.7% of output and value added is 74.3% of output. Labor
costs at TELCO are $23,623.7M and represent 38.5% of value added.

The impact of SFAS 106 on TELCO’s costs is both direct and indirect. The direct
impact is the increase in TELCO's own labor costs: the indirect impact is the
effect on the labor costs of TELCO's suppliers which is passed on in the prices
they charge TELCO for goods.

Before calculating Labor Cost Percentage Adjustment we calculate the
Adjusted BLI Ratio = BLI Ratio x all Adjustments
= .5850 x .5438 x .9287 x 1.313 x .2684 x 1.3062

- 1360

This Adjusted BLI Ratio can be interpreted as meaning that for every percentage
point by which SFAS 106 increases TELCO's own labor costs it will increase the
labor costs of the average company in the GNP by 13.608 of a percentage point.

On the assumptions that TELCO's suppliers are like the average coapany in the GNP
and that all additional costs will be passed through completely into prices (and
into the GNP-PI) an increase of one percentage point in TELCO'’s own labor costs

will increase TELCO’s overall costs:

- by 1% of 38.5% of 74.3% of output = .2861% of output
in respect of its own labor costs, and
(L.e., 1% of the percent of output represented
by TELCO’s labor costs)

- by .1360% of 64.27% of 25.7% of output =_,0225% of output
in respect of its suppliers’ prices
(i.e., by .1360% of the percent of output
represented by TELCO'’s suppliers’ labor costs)

- for a total of .3083% of output

M—'—_
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The corresponding increase in the GNP-PI will be
.1360% of 64.27% of output = .0874% of output

Thus the GNP-PI would reflect only .0874 + .3085 or 28.33% of the additional
costs incurred by TELCO due to SFAS 106. The Labor Cost Percentage Adjustment
has increased the factor of .1360 to a factor of .2833 thus:

Labor Cost Percentage Adjustment = .2833 + .1360 = 2.0831

Extent to which Impact of SFAS 106 on All Emplovers in the GNP Translates into

an Incxease in the GNP-PI

In this section we describe the results obtained from a macroeconomic model
developed to calculate the impact of SFAS 106 on the GNP-PI.

Motivation for the Macrosconomic Model

The macroeconomic model we use allows us to calculate the impact of SFAS 106 on
prices in all sectors as well as the effect on the overall GNP-PI. We can get
a simple view of how the price level is affected, as well as an appreciation of
the need for a macroeconomic model, by first considering a "back-of-the-envelope”
calculation of the effects of SFAS 106 on the price level. To make the
interpretation of the calculation as simple as possible, suppose that in the
absence of SFAS 106 the GNP-PI would remain constant over time; that is, the rate
of inflation would be zero. Later we will consider the more realistic scenario
in which there is ongoing inflation in the absence of SFAS 106.

The back-of-the-envelope calculation involves two steps:
: X
(1) the percentage increase in the price of goods in a given sector equals thé
percentage increase in the cost of a unit of labor multiplied by the share

of labor cost in total costs in that sector; and

(2) the percentage increase in the overall price index is calculated as the

weighted average of the price increases in each sector.
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As an example suppose that the economy is divided into two sectors. One sector,
accounting for 68% of GNP pays no post-retirement health benefits and its costs
per unit of labor are not directly affected by SFAS 106. In the second sector,
which accounts for 32% of GNP, SFAS 106 directly increases the cost per unit of
labor by 3%, and labor costs account for 64% of total costs. According to the
back-of-the-envelope calculation, total costs and prices will increase by 1.92%
(64% of 3%) in the second sector, and the overall price index will increase by
.614% (32% of 1.92%). However, as we discuss below, this calculation overstates

the effect on the overall price level.

Why does the back-of-the-envelope calculation overstate the size of the increase
in the overall price level? The introduction of SFAS 106 will increase the cost
of labor for employers who offer post-retirement health benefits and this
increase in cost will lead to a variety of market adjustments. Although the full
scope of market adjustments and their interactions can be complex (as detailed
in Appendix C) we can get a simple view of the effects by first examining the
effects in the labor market.

Because SFAS 106 increases the labor costs of employers who offer post-retirement
health benefits, these employers will demand a smaller amount of labor at any
given level of the wage rate. This reduction in the demand for labor will reduce
the wage rate (not including post-retirement health benefits) facing all
employers. The reduction in the wage rate will reduce labor costs of employers
who do not offer post-retirement health benefits. Labor costs of employers who
do pay post-retirement health benefits will increase by less than the direct
impact of SFAS 106 on labor costs captured in the back-of-the-envelope
calculation. With competition forcing prices to stay in line with costs, prices
will fall in the sector that does not offer post-retirement health benefits and
prices will rise by less than in the back-of-the-envelope calculation for
employers who offer post-retirement health benefits. With prices rising in one
sector and prices falling in the other sector, the overall price level may change

by only a small amount.
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Although the overall price level may change very little, the relative price of
goods in the two sectors may change substantially to reflect the change in the
relative labor costs arising from the differential impact of SFAS 106 on
employers who offer post-retirement health benefits and employers who do not
offer these benefits. In addition to effects we have already discussed, changes
in labor costs arising from SFAS 106 will affect the mix of capital and labor
used by employers in different sectors, and resulting changes in the prices of
goods will shift demand away from the sector with an increased price toward the
sector with a decreased price. The shift in demand will cause a reallocation of
resources from one sector to the other. All of these additional adjustments are
captured by the macroeconomic model which is used to get a quantitative measure
of the impact of SFAS 106 on the prices of goods in each sector as well as on the

GNP-PI.

Now let’s consider the more realistic scenario in which there is ongoing
inflation before the introduction of SFAS 106. Over the long run, the prics
level is very strongly related to the level of the money supply, and the rate of
inflation is very strongly related to the growth rate of the money supply. With
ongoing money growth there will be ongoing inflation, and the question is how

much SFAS 106 affects the price level compared to the value it would have reached
in the absence of SFAS 106. The basic results we presented above still hold, but

with a slight re-interpretation: Whenever we said that a price increases, we now

mean that it increases relative to the level it would have attained in the

absence of SFAS 106; whenever we said that a price or wage decreases, we mean
that it decreases relative Co the level it would have reached in the absence of
SFAS 106. Thus, for example, if we find that in the absence of ongoing
inflation, SFAS 106 would reduce the wage by 2%, then in the presence of ongoing
inflation of 5% per year, the wage would rise by 3% over the course of the year,
so that it ends up 2% below the value it would have attained in the absence of
SFAS 106 (if the effects of SFAS 106 were fully realized within one year). Thus,
when we report that SFAS 106 causes some prices and wages to fall, we mean only
that these prices and wages are lower than they would have been without SFAS 106

-- not necessarily that we will observe ac:uil declines in these prices and wages
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between one date and some later date. This focus on the effect of SFAS 106 on
prices and wages relacive to values they would have reached is the correct focus
for analyzing the question at hand: What is the {mpact of SFAS 106 on the GNP-
PI?

We have explained that SFAS 106 will cause some prices to rise and other prices
to fall relative to their values in the absence of SFAS 106. To get a

quantitative measure of this effect we use a mathematical macroeconomic model.

Modeling Strategy

To study the quantitative impact of SFAS 106 on the GNP-PI we use a mathematical
macroceconomic model that incorporates production costs for various goods and
national demands for these goods. The impact of SFAS 106 is modeled as a direct
increase in the cost of labor of eaployers who offer post-retirement health
benefits, and the solution of the model indicates the ultimate effects on the
prices of various goods and on the private sector price index. The model i{s best
viewved as a long-run model that fully incorporates the effects of SFAS 106. .

Before constructing a macro model to study the price impact of SFAS 106, it is
helpful to list a set of desirable criteria for a macro model that can be used
to analyze this question. First, the model should be a multi-sector model
because SFAS 106 will have different direct impacts on different sectors. In
particular, SFAS 106 will directly increase the cost of labor of employers who
offer post-retirement health benefits (which we treat as sector 2), but will have
no direct impact on eaployers who do not offer post-retirement health benefits
(vhich we treat as sector 1).

Second, the model should explain how the costs of production are related to the
cost of labor and other inputs. At the same time, the model should allow for the
possibility that capital may be substituted for labor when labor becomes more
expensive as it does in the SFAS 106 sector, and the model should also allow for
the possibility that labor may be substituted for capital when labor becomes less
expensive as it does in the sector that does not offer post-retirement health

benefits.
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Third, the model should provide a specification of the aggregate demand for goods
related to the overall price index as well as the demands for the different goods
produced in the different sectors. Combining the demand structure with the cost
structure will permict calculation of the impact of cost changes in each sector
on quantities, and more importantly, on prices. Then the price index can be

computed.

Fourth, the model should be tractable so that numerical solutions can be computed
and readily interpreted.

Fifth, the model should be internally consistent and based on sound economic

foundations.

The criteria listed above for an appropriate model guide our choice of a model.
To that end, we have developed a macroeconomic model that draws heavily on the
model presented in an article published by two prominent macroeconomists --
Olivier Blanchard of M.I.T. and Nobuhiro Kiyotaki of the University of Wisconsin

-- in the September 1987 Amaxrican Economic Review. This article presents a

multi-sector macroeconomic model that explicitly accounts for production and cost
conditions as well as aggregate demand. Although the model is economically
sophisticated and requires some mathemstical manipulation to solve, the basic
structure is quite tractable. Finally, the model has the advantage of being
based on sound economic principles and is internally consistent.

The precise mathematical structure of our adaptation of the Blanchard-Kiyotaki
model is presented in Appendix C. Here we will simply describe the three major
components of the model:

(1) the demand for goods;

(2) the production functions:

(3) the supply of labor.
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(1) The demand for goods. The model is a two-sector model, which means that
there are two types of goods. If the relative prices of the goods are held
constant, the demand for goods is proportional to the overall level of aggregate
demand which depends on the money supply and the overall price level. Changes
in the relative price of the two goods shift demand away from the good with the
increased relative price toward the good with the decreased relative price. The
degree to which demand is shifted is measured by the price elasticity of demand,
which is an input to the model.

(2) The production functions. Each type of good is produced using capital and
labor. The amount of output that can be produced with any given combination of
capital and labor is determined by a Cobb-Douglas production function. The Cobb-
Douglas production function is one of the most widely used production functions
in economics. Its most important characteristic is that for a competitive
company, the share of labor cost in total cost is constant, regardless of ths
wage rate or the amount of output produced. In applying the model to the United
States we specify particular Cobb-Douglas production functions that match the

share of labor cost in total cost {n the U.S. economy.

(3) The supply of labor. We have already pointed out that the introduction of
SFAS 106 will reduce the demand for labor by firms offering post-retirement
health benefits, and as a consequence, will reduce the wage rate relative to the
level that would have prevailed in the absence of SFAS 106. The magnitude of the
effect on the wage rate depends on the response of labor supply to the change in
labor demand. The model characterizes the supply of labor in terms of the
elasticity of labor supply with respect to the wage rate which measures the
percentage fall in the amount of labor supplied resulting from a 1% fall in the

wage rate.
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To get quantitative results from the model, we must provide certain inputs to the
model. Using these inputs, the mathematical macroeconomic model is solved
numerically using a FORTRAN program written specifically for this model. In our

baseline calculation we use the following values for the major inputs to the

model:
Baseline Parameters
price elasticity of the demand for goods: 1.50
share of labor costs in total cost in sector 1: 0.64
share of labor costs in total cost in sector 2: 0.64
initial fraction of labor employed in sector 2: 0.32
direct impact of SFAS 106 on labor costs in sector 2: 0.03
labor supply elasticity 0.00

The price elasticity of demand of 1.5 is probably too high, but it was chosen
because experimentation with the model indicated that the impact of SFAS 106 on
the GNP-PI increases when the price elasticity of demand increases. Thus, using
a value of 1.5 most likely overstates the impact on the GNP-PI.

The share of labor cost in total cost in each sector was set equal to 0.64 to
match the actual share of labor cost in total GNP in the United States.

The value of 0.32 for the fraction of labor enployed in sector 2 was chosen to
match the fraction of U.S. private sector employees covered by SFAS 106. The
macroeconomic model {s intended as a model of the private sector, so the share
of private sector employment covered by SFAS 106 is used for the fraction of

employment in sector 2.
The value of 3% for the direct impact of SFAS 106 on labor costs is indicative

of the impact of SFAS 106 on those employers who provide post-retirement medical
benefits and was chosen to maintain consistency between TELCO SFAS 106 costs and
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those assumed for all other employers who will incur SFAS 106 costs.
Specifically this value was developed by multiplying TELCO’s increase in labor
costs due to SFAS 106 by all of the adjustments except for the Non-Covered
Employees Adjustment and the Labor Cost Percentage Adjustment.

Finally, the value of the labor supply elasticity is set equal to zero.
Empirical studies of labor supply (summarized in Chapters 1 and 2 of the Handbook
of Labor Economics, North-Holland, 1986) typically find that in response to a
permanent reduction in the wage rate men will tend to increase their labor supply
and women tend to reduce their labor supply. That is, these studies typically
find a negative labor supply elasticity for men and a positive labor supply
elasticity for women. The model uses a value of the aggregate labor supply
elasticity, which measures the response of aggregate labor supply (men plus
women) to changes in the wage rate. The aggregate labor supply elasticity is an
average of the negative labor supply elasticity of men and the positive labor
supply elasticity of women. It is typically found to be close to zero, or even
slightly negative (survey of uncompensated wage elasticities summarized in
Table 3.5 of Mark R. Killingsworth, Labor Supply, Cambridge University Press,
1983). Because the impact of SFAS 106 on the GNP-PI is larger for higher labor
supply elasticities, we set the labor supply elasticity equal to zero rather than
slightly negative to guard against understating the impact on the GNP-PI.

Using the values listed above in our baseline calculation leads to an increase
of 0.0138% in the private sector price index. For comparison, the back-of-the-
envelope calculation for this case leads to an increase of 0.614% in the price
index. It is useful to define the "passthrough coefficient" as the increase in
the price index according to the model divided by the back-of-the-envelope price
increase. In this case the pasasthrough coefficient is 0.0225 (0.0138% + 0.614%),
which indicates that the increase in the private sector price index is only
0.0225 times as large as indicated by the back-of-the-envelope calculation.

Sectors 1 and 2 together comprise the private sector. The macroeconomic model
treats the government sector as an independent sector with employment and output
determined independently of the private sector. The effect of SFAS 106 on the
GNP-PI equals the share of government sector value added in GNP (10.6%)
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multiplied by the impact on government sector prices plus the share of private
sector value added in GNP (89.4%) multiplied by the increase in private sector
prices. Because the government is not subject to SFAS 106, the impact on
government sector prices is zero. Therefore, the impact on the GNP-PI is 89.4%
of the impact on the private sector price index. Thus the back-of-the-envelope
calculation yields a 0.549% (0.894 x 0.614%) increase in the GNP-PI, and the
baseline calculation indicates that the GNP-PI will increase by only 0.0124%
(0.894 x 0.0138%). The passthrough coefficient for the GNP-PI is 0.0225 which
is identical to the passthrough coefficient for the private sector price index.

The conclusion from the bassline calculation is very strong: TIhe impact of

To calculate the resulting relative impact of SFAS 106 on the GNP-PI compared to
TELCO, we return to the calculation of the Labor Cost Percentage Adjustment.
This was based on the assumption that all additional costs will be passed through
completely into prices (and into the GNP-PI) and we must now change that
assumption to reflect the output of our macroeconomic model.

The model indicates that the GNP-PI will increase by 0.0124s.

Looking first only at the direct effect of SFAS 106 on TELCO, we find that the
increase in TELCO’s direct labor costs is 6.295%. Thus TELCO’s costs will

increase:

- by 6.295% of 38.5% of 74.3% of output - 1.8027% of output
(i.e., by 6.2958 of the percent of output
represented by TELCO’s labor costs)

Thus the GNP-PI would reflect only 0.0124 + 1.8027 or 0.69% of the additional
direct costs incurred by TELCO due to SFAS 106.
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Additiopal Macroeconomic Effects of SFAS 106

In addition to the result reported above our macroeconomic model indicates that,
in response to the impact of SFAS 106, the wage rate in the national economy
could eventually fall in relative terms by 0.926% (i.e., relative to what it
would have been in the absence of SFAS 106). To the extent that TELCO could also
benefit from a relative reduction in its wage, this could help to offset the
increase in its costs due to SFAS 106. If TELCO were able to achieve the full
reduction of 0.926% the effect may be calculated as explained below.

SFAS 106 increases TELCO's direct labor costs by 6.295%

If the national wage rate is, in fact, reduced .
TELCO’s direct labor costs are reduced by .926%

The net increase in TELCO's direct labor costs is 5.369%

Thus TELCO’s overall costs would increase

- by 5.369% of 38.5% of 74.3 of output - 1.5375% of output
in respect of its own labor costs,
(i.e., by 5.369% of the percent of output
represented by TELCO's labor costs)

- by 0.0124% of 25.7% of output - —.0032% of output
in respect of its suppliers’ prices
(i.e., by .0124% of the purchased inputs
used by TELCO)

- for a total increase of - 4.2406% of output
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Thus if TELCO could benefit from a relative wage reduction of .926%, its overall
costs would increase by 1.5406% of output instead of the 1.8027% of output
calculated earlier. This indicates that macroeconomic effects, including a
possible reduction in TELCO's wage rate could finance a percentage of its
additional SFAS 106 cost, calculated to be:

(1.8027 - 1.5406) + 1.8027 = 14.53%
Thus the combined effect of the impact of SFAS 106 on the GNP-PI (0.7%) and on

other macroeconomic variables including the wage rate (14.5%) would still leave
84.8% of TELCO's additional SFAS 106 costs unrecovered.
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IV. SENSITIVITY OF RESULTS

While we have attempted to calculate the results outlined previously in as
accurate a manner as possible, it should be obvious that many of the results are
subject to variability due to either the uncertainty of the underlying data or
the need to make some assumptions about future or unknown factors. 1In this
section we discuss the sensitivity of each of the previously derived values and
of the aggregate result to reasonable variation in underlying data and/or

assumptions.

The BLI Methodology

Initial Calculation of GNP BLI and TELCO BLI: In calculating GNP BLI and TELCO
BLI there were two areas of uncertainty that we analyzed. With respect to the
calculation of GNP BLI we utilized average BLIs by industry and then utilized
industry weightings derived from the GAO survey to derive a final GNP BLI. Had
we, instead, utilized an aggregate employese weighted average based on our data
base only we would have derived GNP BLI as .2613 instead of .2568. This would
have resulted in increaszing the relative impact of SFAS 106 on GNP compared to
TELCO from 28.3% to 28.7%. With respect to the calculation of TELCO BLI, the
greatest area of uncertainty arose in deciding how to weight the various plans
sponsored by each Price Cap LEC. We decided to weight them based on employee
counts. We believe this was a conservative approach because in our data base
only one set of plan provisions is maintained for each employer. If we assume
that where an employer has more than one plan it is the more generous plan which
is reported in the data base, then it would be appropriate to utilize only the
more generous plans in calculating the TELCO BLI. If we had taken this approach
it would have raduced the relative impact of SFAS 106 on GNP compared to TELCO
from 28.3% to 27.7%.

Demographic Adjustment - We adjusted for the fact that TELCO will utilize lower
rates of turnover than those used by other employers in determining SFAS 106
costs. It is hard to argue that the same pre-retirement withdrawal assumption

should be made because TELCO's demographics are themselves the result of lower
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turnover rates actually experienced by TELCO. However, if we were to assume the
same withdrawal patterns for both TELCO and GNP (while retaining the different
demographicsg), the relative impact of SFAS 106 on GNP compared to TELCO would
increase from 28.3% to 34.6%.

The adjustment due to age and past service differences relies on demographic data
provided by the separate Price Cap LECs and averaged into a single composite
TELCO census having an average age of 41.6 with average past service of 16.6
years. If we were to reduce the age and service to 40.6 and 15.6 respectively,
the relative impact of SFAS 106 on GNP compared to TELCO would increase from
28.3% to 29.7%.

A degree of uncertainty is also present in our adjustment due to earlier
retirement among TELCO énployees. This uncertainty arises in the determination
of a national average retirement age assumption. We believe our use of age 63
was a congervative assumption i{n that the limited data on the subject
(Gerontalogist Vol. 28, No. 4) seems to indicate a national average retirement
age between 63.5 and 64. Furthermore, if as expected, employers in the GNP tand
to be aggressive (i.e., optimistic) in setting assumptions for accruing post-
retirement liability, it might seem reasonable to utilize an age 64 assumption.
If an age 64 assumption had been used the relative impact of SFAS 106 on GNP
compared to TELCO would have been reduced from 28.3% to 25.6%.

Current Retiree Adjustment - The calculation of this adjustment is predicated on
an average claim rate per retiree for the GNP of $1,802 and a ratio of retirees
to covered actives of .1726. The claim rate was derived by taking the 1990 rate
of $1,514 as reported in the Hewitt Associates Survey of Retiree Medical Benefits
and increasing it by 19% for medical trend inflation. The ratio of retirees to
covered actives wvas derived from the GAO study. While we believe 19% to be a
realistic assumption for medical inflation, we recognize that the national
average could actually have increased by more. If we assume a 25% increase in
the average claim, to $1,892, and further assume that the actual ratio of
retirees to actives has increased to .2 (from .1726) the relative impact of SFAS
106 on GNP compared to TELCO would increase from 28.3% to 29.2%.
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Also, inherent in this Adjustment is the assumption that the demography of the
current TELCO retiree is identical to that of the GNP, In fact, this too is a
conservative assumption because TELCO employees generally retire at younger ages
than the national average and thus the liabilities for TELCO will tend to be
higher on this account than for the retirees in the national economy. If,
however, we were to assume that retirees at TELCO were somewhat glder than those
in the GNP and hence generated SFAS 106 cost per $1 of retiree claim cost that
was 10% less than that for the GNP, the relative impact of SFAS 106 on GNP
compared to TELCO would only increase from 28.3% to 28.8%.

Pre-funding Adjustment - This adjustment locked at the effect of TELCO's existing
pre-funding of post retirement medical benefits as compared with no pre-funding.
By doing this we made the conservative assumption that there Is no pre-funding
in the GNP. If we assume there is Pre-funding in the GNP to the extent that
assets equal to one years claims have accunulated, and that annual contributions
to such funds amount to claims plus 108, the relative impact of SFAS 106 on GNP
compared to TELCO would reduce from 28.3% to 26.2%.

Non-covered Employees Adjustment - This adjustment comes from the GAO survey
which determined that 30.7 million private sector employees in the U.S. may
eventually qualify to receive benefits under their employer’s post-retirement
medical plan. According to the GAO this estimate is subject to some sampling
error and could be as high as 37.5 million or as low as 23.9 million. At the
extremes this would cause the relative impact of SFAS 106 on GNP compared to
TELCO to vary from 22.4% to 34.1% as compared to our determination of 28.3%.

Per Unit Labor Cost Adjustment - In calculating Per Unit Labor Cost Adjustment,
allocated compensation and headcount were used. No sensitivity analysis was
performed on this Adjustment because of the validity of the data used and the
straightforward nature of the calculation.’

Labor Cost Percentage Adjustment - In calculating the Labor Cost Percentage
Adjustment we assumed that TELCO's suppliers were like the average company in the
GNP. In particular we assumed that their labor costs were 64.27% of output and

that their increase in labor costs was 13.60% of the corresponding increase for
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TELCO. Had we assumed that they had no increase in labor costs due to SFAS 106
the relative impact of SFAS 106 on GNP compared with TELCO would have been 30.6%
instead of 28.3%; had we assumed they would experience the same increase due to
SFAS 106 as TELCO the relative impact would have been 19.3% instead of 28.3%.

The Macroeconomic Model

How robust is the conclusion drawn from the macroeconomic model in Section III?
To answer this question we have examined the effect of varying each of the
baseline parameters that constitute the major inputs to the model.

We indicated earlier that we believe the price elasticity of demand of 1.5 is
probably too high and thus guards against understating the effect on the GNP-PI.

Nonetheless we will show the effect of increasing the value of this parameter to
3.

For the economy as a whole labor costs are 64% of output and our baseline
calculations assume that the same 1s true in each of the two sectors of our
macroeconomic model. To test sensitivity we will show the results if, in each

séctor in turnm, labor costs were as low as 50% of output or as high as 78% of

We used a fraction of labor employed in sector 2 of 0.32. This was based on the
same numbers from the GAO survey as were used for the Non-Covered Employees
Adjustment (30.7 million out of 95.8 million private sector employees). As
indicated on page 36 the GAO calculated that dus to possible sampling error the
figure of 30.7 million could be as high as 37.5 million (39.1% of 95.8 million)
or as low as 23.9 million (24.9% of 95.8 million). We will show the effect of
using fractions of labor employed in sector 2 of 0.24 and 0.40.
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As noted earlier, the direct impact of SFAS 106 on labor costs in sector 2 was
taken to be +3%. The corresponding impact on TELCO labor costs 1s +6.3% and the
baseline value of 3% is derived using the Adjustment factors in Section II as

6.3 x (3) x (4) x (5) x (6) x (8)
- 6.3 x .5850 x .5438 x .9287 x 1.313 x 1.3062
- 3418

There is thus an appropriate consistency in the baseline valus used for this
parameter. Nonetheless we will show the results of varying this value over a
wide range (from 2% to 5%) while keeping the TELCO value constant at 6.3%.

Finally we will examine the sensitivity of our results to variations in the value
used for labor supply elasticity. We believe, by setting the labor supplj
elasticity equal to zero rather than slightly negative, that already we have
guarded against understating the impact on the GNP-PI. Nonetheless we will show
the effect of using positive values of 0.1, 0.2, and 0.3 for the labor supply
elasticity.

T

A4

3
(13

rh
(1

The tahle that g

baseline parameters, one at a time. In sach of the rows of the table, the values
of 5 of the 6 inputs to the model are the same as in the baseline calculation
listed above. The input shown in the table is the one input that {s changed from

the baseline calculation.
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Sensitivity Analysis

Effect
on GNP Passthrough
Price Index Coefficient

Price elasticity of demand = 3 0.0227% 0.041
Labor share in total cost, sector 1 = 0.50 0.0099% 0.021
Labor share in total cost, sector 1 = 0.78 0.0145% 0.023
Labor share in total cost, sector 2 = 0.50 0.0103s 0.020
Labor share in total cost, sector 2 = (.78 0.0141% 0.024
Fraction of labor employed in sector 2 = 0.24 0.0104% 0.025
Fraction of labor employed in sector 2 = 0.40 0.0137% 0.020
Direct impact on labor costs in sector 2 = +2% 0.0056% 0.015
Direct impact on labor costs in sector 2 = +5% 0.0336% 0.037
Labor supply elasticity = 0.1 0.0642% 0.117
Labor supply elasticity = 0.2 0.1136% 0.205
Labor supply elasticity = 0.3 0.1579% 0.287
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The Qverall Results

We have concluded that the overall impact of SFAS 106 on the GNP-PI will reflect
only 0.7% of the SFAS 106 costs incurred by TELCO. Separately we have calculated
that if TELCO were able to benefit from the same relative reduction in its wage
rate as will be experienced in the economy as a whole this would finance a
further 14.5% of its additional SFAS 106 costs. This would leave 84.8% of
TELCO's additional SFAS 106 costs to be met from other sources. We now show the
sensitivity of the overall results to the interaction of the variability of the
BLI Methodology and the variability of thc inputs to the Macroeconomic Model.

The baseline inputs to the model include the assumption that the direct impact
of SFAS 106 on labor costs in sector 2 is +3%. We have shown the effect on the
model of reducing this figure to +2% or increasing it to +5% with other inputs
remaining unchanged. The valus of 3% (more precisely 3.18%) corresponds to a
SFAS 106 Cost Increase Ratio of 28.3% (page 9). The values of 2% and 5%
correspond to Cost Increase Ratios of 17.8% and 44.5% respectively: we belisve
this range adequately encompasses the likely variations in this ratio. To
demonstrate the interactive effect of possible variability we have produced three
sets of results, one for each of the values 2%, 3% and S5%. The following
schedule shows for each of thess values the results if each of the other inputs
is set at the baseline values followed by the results if each of the other inputs

is varied alone as indicated.
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Qcher Factors

In performing this analysis there were two factors that simply could not be
quantified due to lack of any relevant data. First of all as can be seen from
Appendix A, our data base from which the GNP BLI was calculated included almost
no employees working for employers with feﬁer than 500 employees. We believe
that this tends to overstate the GNP BLI, because such limited data as exists
suggests that the smaller the employer the less generous the benefits, but we
cannot make a definitive statement to that effect, Secondly our analysis only
incorporated the impact of SFAS 106 with respect to employer sponsored post-
retirement medical plans. SFAS 106 also applies to Life and Dental Plans as well
as certain other miscellaneous benefits (e.g., subsidized telephone rates for
retirees). As noted, there ig simply no accessible data on the Prevalence and
magnitude of these plans in the GNP. We can, however, make two relevant

observations:

° In general, post-retirement medical Plans generate far greater SFAS 106
cost than post-retirement life, dental and other plans.

° If an employer does not Sponsor a post-retirement medical plan it is almost
certain that it does not provide any other post-retirement benefit coverage

(other than pension).

Based on the above and the fact that only 26.8% of employees nationally will get
post-retirement medical benefits subject to SFAS 106, we conclude that the
inclusion of Life, Dental, and other non-pension benefits in the analysis had
such data been available would not have had a material impact on the results.
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conclusion

Remembering that at each stage of our calculation Process we have sought, when
faced with a choice, to adopt a conservative stance and reviewing the results of
this sensitivity analysis, we feel confident that our conclusions represent a

reasonably accurate reflection of what is likely to happen in practice.
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V. APPENDIX A - SUMMARY OF DATA

The tables, charts, and graphs on the following pages summarize the data utilized
in this analysis. Included are the following:

° Summary of Godwins Company Data Base.
° Summary of BLI calculations.

° Comparison of TELCO and the GNP with respect to Demographic, Economic, and

Actuarial factors.

° Summary of GAO findings on National Prevalence of Post-Retirement Medical

Plans.
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UNITED STATES TELEPHONE ASSOCIATION

Post-Retirement Health Care Study

Comparison of TELCO Demographic and Economic Structures

Demographic

Total Active Employees

Active Employees covered by Retiree
Medical Plans subject to SFAS 106

Retirees covered by Medical Plans
Average Age of Actives
Average Service of Actives

Economic

Compeasation Per Employee
Aversge Claim per Retiree

Labor Cost as a % of Value Added
Value Added as a % of Qutput
Accumulsted VEBA assets

Annual VEBA contributions in excess
of claims

Actuarial

Pre-Retiremeat Turnover
Retirement Age
1991 SFAS 106 expense

AN AW

Source - U.S. General Accounting
Source - U.S. Dept. of Labor, Burean of Labor Statistics
Source - U.S. Bureau of the Cenus Current Population Reports
Source - U.S. Dept. of Commerce, Buresu of Economic Analysis Survey of Current Business

Source - 1990 Hewitt Associates Survey of Retiree Medical Benefits brought forward to 1991 with 19% tread
Source - 1990 ARMIS 43-02's for Price Cap LECs

See tables on page 48 for more detail

Source - Midpoint of Standard Tables used in generslly accepted Actuarial Practice

Source - The Gerontologist Vol. 28 No. 4

and Actuarial Basis to National Averages

IELCO

613,193

613,193
294,482
41.6
16.6

$38,533

$3,075
38.5%¢
74.3%¢
$1,258.8 million

300.3 million

T-27
Table’
$2,693.1 millica

47-

Employers in GNP
114,400,000'

30,700,000
5,300,000
38.2*

8.5°

$29,500¢

$1,802°

64.3%*
100%

N/A

N/A

T-6
63*
N/A
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UNITED STATES TELEPHONE ASSOCIATION
Post-Retirement Health Care Study
TELCO Retirement Rates

‘4

Standard Tables in use range from T-1 (most conservative) through T-11 (least conservative). T-6 represents mid-point
of range.

TELCO utilizes customized assumption most closely approximated by T-2.

Supporting evideace for low incidence of turnover at TELCO relative to national average can be seen by the higher
average age and past service of TELCO employees relative to average age and service of national working population.
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UNITED STATES TELEPHONE ASSOCIATION

Post-Retirement Health Care Study
Summary of Data on National Prevalence of
Post-Retirement Medical Benefit Plans
(Source = United States General Accounting Office)

Covered Employees* by Industry

% Total Employees % of Covered
Industry Total Emplovess Covered Emplovees Wheo Are Covered Emplovess in Industry
Agriculture, Mining,
Manufacture & Wholesale 26,729,660 11,602,872 43.4% 30.17%
Trade
Construction 4,592,367 562,891 12.3% 1.46%
Transportation & Utilities 11,674,827 8,853,209 75.8% 23.02%
Retail Trade 15,717,209 3,962,734 25.2% 10.31%
Finance & Insurance 28,210,193 10,431,800 37.0% 27.13%

Consumer Services 8,895,653 3,040,556 34.2% 7.91%

Covered Employees* by Company Size

% of Covered

% Total Employees Employees by

Company Size Total Emplovess Covered Emplovecs Who Are Covered Company Size
1-24 Employees 13,384,195 556,209 4.2% 1.45%
25-99 Employees 12,713,231 1,663,938 13.1% 4.33%
100-499 Employees 19,631,184 3,847,903 19.6% 10.00%
500+ Employees 50,091,299 32,386,012 64.7% 84.22%
 oTaL TR s o L 38454062 " T % . 100.00%

*Covered Employees means employees who work for companies which sponsor post-retirement medical plans. The GAO estimates that
only 30.7 million of the 38.5 million covered employees actuaily could poteatially qualify to receive coverage from company sponsored
‘lans. The remaining 7.8 million employess represent thoee working for non-covered groups within the company (e.g. a subsidisry
/hich does not participate in the company's plan) or employees who are covered by multi-employer plans which are not subject to SFAS

106.
= Wmﬁs R
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APPENDIX B - METHODS AND ASSUMPTIONS

Below is a description of the key methods and assumptions used for the derivation
of the Demographic Adjustment as well as the basic BLI calculations. The methods
and assumptions utilized in developing the other Adjustments are sufficiencly

documented in Section III.

Demographic Adiustment

The three adjustments making up the Demographic Adjustment were developed by
calculating and comparing SFAS 106 costs for sample populations incorporating the
GNP and TELCO demographic characteristics based on the age and service
distribution of GNP and TELCO employees respectively. The calculations utilized
pre- and post-65 per capita claim amounts that bear the same relationships to
each other as do the pre- and post-65 BLIs for GNP and TELCO. All assumptions

other than withdrawal, and retirement age (already discussed) were as follows:

discount rate = 8.13%
trend rate = 10.08% in 1991 decreasing gradually to 5.56% for the year
2006 and later

retirement eligibility = 55
amortization period for transition obligation = 20 years

percent married = §5%

BLI Calculacions

The calculation of individual plan Benefit Level Indicators used the following
data and methods.

A data base of annual claim amount distributions was used, based on the
experience of 39,436 retirees who participate in employer sponsored post-
retirement medical programs administered by a large national insurance company.

For pre- and post-65 claimants, frequency weights, monetary weights, hospital/

(zg;ﬂthﬂMS'------



drug/other ratios and Medicare reimbursements by type were developed. This data

base has 35 claim ranges with average claim amounts in each range from $15 to

$48,753.

The calculations also used our data base of the post-retirement medical plan
provisions for 830 private sector employers. For both comprehensive and base

plus plans the following data items were available;

° hospital room and board, either as days covered or a percentage

° ‘'surgical coverage

° in-patient physician coverage

° out-patient physician coverage

° diagnostic coverage

° prescription drug coverage, either percentage or flat dollar co-pay
° major medical deductibles

° major medical co-pay percentage

° out-of-pocket maximums

° annual/lifetime maximums

° Medicare integration method (i.e., carve-out, supplement or coordination of
benefits)
e participant and dependent contribution rates

These provisions are available separately for pre- and post-65 claimants.
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A particular plan’s gross BLI was computed by determining how much the plan would
reimburse at each claim amount in the distribution data base. The reimbursement
amount was determined separately for each type of charge; e.g., hospital, drug,
etc. Medicare reimbursement was taken into account explicitly for each type of
charge based on the form of Medicare integration in the plan. Each reimbursement
was then divided by the corresponding claim to obtain a reimbursement ratio.
These ratios were then weighted by the claim amount weights in the distribution

to determine the gross BLI.

Per retiree contribution rates were then compared to per retiree claim amounts,
and that ratio was used as an offset to the gross BLI to determine the final net
pre- and post-65 BLIs for each company in the data base.

After average pre- and post-65 BLIs had been determined for GNP and TELCO (sees
Section III page 1l for methodology), pre- and post-65 weightings were calculated
as the percentages of total SFAS 106 cost associated with pre- and post-65
claims, determined using the same methodology as for the Demographic Adjustment.
These were then applied to the pre- and post-65 BLIs to develop GNP BLI and TELCO

BLI.

By way of illustration, suppose a comprehensive plan pays 80% after a $200
deductible, subject to an out-of-pocket maximum of $1,500. After 65, Medicare
integration is ’‘Supplement’. Participants contribute $10 per month.

In the $4,000 - $5,000 claim range, for example, we find the average claim to be
$4,479. Since this is a comprehensive plan, we derive the pre-65 reimbursement
utilizing the total claim amount, that is (4,479 - 200) times 80%, or $3,423.
The out-of-pocket maximum has not been met. Therefore, the pre-65 reimbursement
ratio in the charge range is 0.7642. The ratios for all ranges are averaged
using weights given by the distribution table to determine the gross pre-65 BLI.

The post-65 reimbursement recognizes Medicare integration, in this example the
method is Medicare Supplement. We determine the breakdown of charges to be
$1,776 for hospital, $567 for prescription drugs, and $2,136 for all other
charges. Total Medicare reimbursement is $2,047 (calculated explicitly from
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Medicare provisions) and is immediately taken out; in this case $1,177 from
hospital, $870 from other medical charges and nothing from drug charges. The
plan provisions are then applied to the balance of $2,432, giving a plan
reimbursement of $1,786 ((2,432 - 200) times 80%). This produces a post-65
reimbursement ratio of 0.3987 for this claim range. As with the pre-65 case the
ratios for all ranges are then averaged using weights given by the distribution

table to determine the gross post-65 BLI.

The gross BLIs are then adjusted to reflect participant contributions. Our
example here might produce gross BLIs of 0.85 pre-65 and 0.32 post-65. The
participant contribution of $10 per month translates into a reduction in the
gross BLIs of 0.03 pre-65 and 0.04 post-65, giving final BLIs of 0.82 and 0.28

respectively.
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Appendix C-1

Appendix C

Part I: Derivation of the Model

I. Households

All households are assumed to be identical and obtain utility from money
and leisure as well as each of the m produced goods. Each household
solves the following maximization problem

(Al) U* - max  (CT(M/R)L7Y - (gnmt1ly1/n
(Ci |H1N)

subject to the constraint that
(A2) M + 3y P4C; = I
where

(A3) C = (TyayC,{8-1)/0)0/(8-1)
(A4) P = (Zya fp 1-0)1/(1-0)

and C; is the consumption of produced good 1, P; is the nominal price of
produced good i, M is the amount of money held at the end of the period,
N is the amount of labor supplied, I is the total nominal value of
resources available to the household, C is the bundle of consumption
goods defined by the aggregator function in (A3), and P is a price index
defined in (A4). (Note that the price index P in (A4) is not the fixed-
weight GNP price index. The solution of the model produces prices for
each of the m goods which can then be combined to calculate the
appropriate fixed-weight GNP price index.) The parameters of the
utility function are ¥, which equals the share of the household’s
nominal expenditure on produced goods rather than on money balances; 4,
which is the elasticity of substitution between the consumption of any
pair of goods; a;, { = 1,...,m, which indicate the waight of each good
in the housshold’s utility function; n, which is the elasticity of labor
supply; and ¢ which characterizes the degree of disutility of labor.

The utility function in equation (Al) is additively separable batween
(Gi,H) and N. This separability allows us to solve the household’s
maximization problem in two stages. First, we will maximize utility: %
with respect to C; and M, and then we will choose the uctility-maximizing
level of labor supply N. Choesing C; and M to maximize the utility
function in (Al) subject to the constraint in (A2) yields the following
first-order conditions:

(a5)  ayCy Y/ 0ycT ¥/ 8 y/py 1Y o pp,
(A6) (1-y)CT(M/P) T/P = p

where 4 is the Lagrange multiplier on the constraint (A2).
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Combining the first-order conditions (A5) and (A6) yields

(A7) ayCq /0410 /8y o (1.y)p,

Multiplying both sides of (A7) by C; and then summing over all i yields
(A8) Zy P;Cy = (v/(l-7)) M

Substituting (A8) into (A2) yields

(A9) M= (1l-v)I

Substituting (A9) into (A7), summing over all i, and using the
definition of the price index in (A4) yields

(Al10) PC = 7I

Substituting (A9) into (A7) and then using (Al0) yields the demand for
good 1

(Al1) ¢, = a,%(By/P)"%y1/P

Substituting (A9) into (All) yields

(A12) Gy = ay? (B /B) ! (v/(1-v))M/P

Having solved for the optimal values of C; and M, we now solve for the
optimal value of labor supply N. First, substitute the optimal values

of C; (eq. All) and M (eq. A9) into the utility function in (Al) to
obtain

(A13) U* = max (y7(1-7)1-7(1/P) - (oNTHL)1/my
N

subject to I = wN + rK*¥ + M + x, vhere » is the (present value of) post-
retirement health benefits to be received by the household.

The first-order condition for labor supply N is

A1) AT(L-NLT/R) = (1) /m) (4L

which can be solved to obtain N*, the optimal amount of labor supplied
(A15) N* = y(w/P)"

where v = [77(1-1)1'10/(ﬂ+1)]”¢'1
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II. Firms

Each of the m goods is produced by competitive firms with Cobb-Douglas
production functions. The total production of good 1, Y;, is given by
the production function

(Al6) Y, = AN PR 1P tel,...m

The firms are assumed to be competitive and thus taks the nominal price
of their output, Py, the nominal rental price of capital, r, and the
nominal price of labor, D;w, as fixed. Note that the nominal price of
labor consists of two parts: w reflects the nominal wage rate excluding
the cost of post-retirement health benefits covered by FAS 106. The
factor D; reflacts the impact on the cost per unit of labor of post-
retirement hsalth benefits covered by FAS 106. For firms that do not
offer post-retirement health benefits, Dy = 1. For firms that offer
such benefits, Di > 1. Competitive firms choose Ni and Ki to maximize

(A17) P.ANPR(ITPY - WD N - 1K, {=l,...,m

The fitat-or&ar conditions for labor and capital are

(Al18) piriYi/Ni - wDy i=1,...,m

(A19) (1-py)Py¥ /Ky =T t1=1,....m

Given the noninai wage w and the FAS 106 factor Dy, (Al8) determines the

amount of labor demanded in sector i; given the renmtal price of
capital, (Al9) determines the amount of capital demanded in sector {i.

III. Market Equilibrium

Equilibrium in the factor markets requires that the aggregate amount of
labor demanded equal the supply of labor and the aggregate amount of
capital demanded equal the supply of capital:

(A20) T, Ny - N
(A21) T, Ry = K*

The amount of money demanded equals the amount initially held by
consumers

(A22) M = M¥

The amount of good i produced must equal the amount of good i demanded,
so that using (Al2) we obtain

a23) Y = ag?@y/2y 7L mse
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The nominal valus of production must equal the nominsl value of total
factor payments, including the (present value of the) cost of post-
retirement health benefits,

The nominal value of total resources ;vail;ble to the household, I,

equals the initial holding of money N plus capital income rK¥*, wage
income, wI;N;, and the present value of post retirement health benefits

x - wzi(Di {)Ni so that

(A25) I = M¥ + rkK* + w!}iDiNi

The solution to the model consists of the equilibrium conditions (A20) -
(A25), the production functions (Al6), the labor demand equations (Al8),

the capital demand equations (Al9), and the definition of the price
index (A4).
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Part II: Calibration of the model

The modsl is calibrated so that in the absence of FAS 106 it yields an
allocation of labor across sectors that matches the actual allocation of
labor across sectors. It is also calibrated such that in the absence of
FAS 106, all nominal prices are squal to one.

Inputs to the calibration procedure:

n, the elasticity of labor supply

6, the elasticity of substitution betwsen the consumption of any two
goods

v, the share of nominal expenditure devoted to produced goods

No*, the initial total amount of labor to be allocated across sectors
K*, the fixed total amount of capital to be allocated across ssctors
Py the share of labor in total cost in sactor i

D,, the FAS 106 cost factor in sector i (equal to 1 in the absence of
Eks 106)

sui - Ni/N*, the fraction of labor employed in sector i

In the initial calibration, all nominal prices are set equal to one
(B1) Py =1, i=1,...,n

(B2) P=1

The amount of labor initially used in each sector follogu directly from
the fraction of the labor fo;co employed in sector i, s;, and the total
amount of labor employed, N,

(83) Ny = sN, B * 1=1,....,m
Define IYL = P;Yy/Z,P;Y, to be the share of sector i's output P,Y¥; in
total output I,PY,. T%on using the labor demand gquation (Ala} and the

fact that the total amount of labor employed is N,”, it can be shown
that

(8s) s¥; = (DaN;/p1) /2 (D8N /0) t=1,....m

Using the capital demand equation (Al9) and the fact that the total
amount of capital used is K', it can be shown that

(BS) Ky = [(l-py)s¥y/T;(1-p.)s% ] K* t=1,....,m
Normalize A; = 1 so that the production function in the first sector is

&dm’”s E——

- 58 -



Appendix C-6

(B6) ¥, = NpPiK, 1P

Using Y; from (B6), the nominal wage and the nominal rental price of
capital can be determined from the first-order conditions (Al8) and
(Al9) for sector 1 to obtain

Now calculate v in the labor supply curve (eq. Al5) as

(B9) v = N,*(B/w)"

To calibrate Ay, { = 2,...,m, substitute the production function (Al6)
into the first-order condition for labor (Al8) and set Py = 1 (eq. Bl)
to obtain

(B10) Ag = (Dyw/py) (Ny/K )1 P 1=2,....,n

Now set all prices equal to 1 in the equilibrium condition (A23), and
use (A22) to obtain

311 ¥y = a? (v -

Summaing (Bll) over all i we obtain

(B12) E;¥y = (1/(L-1)M* Zya,’

Now observe that with P = Py = 1 for all i, equation (A4) implies that
(813) Zyaf - 1

Substituting (B13) into (Bl12) and rearranging yields

(Bl4) M* = ((1-7)/7) Z;Yy

Finajly, substituting (Bl4) into (Bll) and recalling that vhen Py = P =
1, S i - Yi/mi, we obtain

(15) ayf =¥, 1-1,.... i

W
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FECERAL COYYUN:CFTI;\S COMIISSICN
wWasnington, D.C. 20354 Fz?am&,%Agcﬁﬁwu&a.

qrn'c Cr E D;Uq\_ IARY
In the Matitar of:
reatrment of Local Exchance CC Docket Nzs. 92-1C1
Ca:“le— Tariffs Implementing
tztenent of Financial Accounting
Standards, "Employers Accounting
for Postretirement 3anefits Other
Than Pensions" .

Bail Atlantic Tariff F.C.C. No. 1 Transmittal No. <7

U S West Communications, Inc. Transmittal No. 246

Tariff F.C.C. Nos. 1 and 4

N Nl Nt Nl e Nl Nt Vet Nl NP Vo Nl NP Sl et
<

Pacific Bell Tariff F.C.C. No. 128 Transmittal No. 1579

DIRECT CASE
OF THE

(3 e 134 0
I. ANTRQDUSTION.

The Uriited States Telephone Association (USTA) respectfully
submits its direct case in the above-referenced proceeding. USTA
is the principal trade association of the exchange carrier
industry. Its mepbership of approximately 1100 local telephone
companies includes the carriers listed in the caption, which have
filed tariffs to increase their price cap index levels as a
result of their implementation of the Statement of Firancial
Accounting Standards - 106, (SFAS-106), "Employers Accounting for
Postretirement Benefits Other Than Pensions," (OPEB). USTA also
represents all ot the other price cap exchange carriers and tae
maiority of small and mid-sized non-price cap carriers who may

elact price cap regulation in the future. Thus, a significant

..0
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nuxter of exchange carriers could be affected by Cemmen Carrier

3ureau (3ureau) action in this docket.

In the three tariff transmittals before the Ccxrnlssion, Bell
tlantic, U S West and Pacific 3ell state that the incramental
ccsts of implementing SFAS-1C6 should be reflacted as exogenous
cost changes since these costs reet the regquirenents for
exogenous treatment and are not reflacted in the price cap
foraula. USTA commissioned the study undertaken by Godwins,
"Post~Retirement Eealth Care Study Comparison of TELCO
Derocrazhic and Econcmic Structures znd Actuarial Basis National
Averages" (1992) submitted by Bell Atlantic and U S West as
support for their transmittals. The study may 2lso be relied

upon by other exchange carriers in their direct cases.

II. RESPONSE TO PARAGRAPE 16 OF THE ORDZR INVESTIGATION AND
SUBPCNSION,

In raragraph 16 the Bureau requests information to evaluate

a nmacroeconomic model and its results. Attached hereto is a
point-by-point response to the issues raised in that paragraph as

well as a discussion of the type of model used by Godwins.

The macroeconomic model used in the Godwins report is a
classical general equilibrium model. It meets all of the
necessary characteristics for a model. It also provides a
conservative approach by calculating the impact on the
macroeconomy after the economy fully responds to SFAS-106. This

2



halps to guard against understating the .impact cf SFAS-106 on

ia

8]

NP-rI.

In addressing the issues raised in paragraph 15, the
attachrent describes the calibraticn procedures uszd to match the
nurmerical results produced by the model with U.S. data. It is
imgsortant to note that the nodzl is specifically designec nct to
e a forecasting rmodel, but insteaad to directly focus cn how much

if2ferent GNP-PI is as a result of the irtroducticn of SFAS-106.

-

TIZ. CONCLIZTON.

The OPEB ccsts at issue here are exogenous. The change in
the accounting for these costs is outside the control of exchange
carriers. The Financial Accounting Standards Board recuires
mandatory adoption of SFAS-106 and the Commission has also
required mandatory adoption of SFAS-106.° Using the results of

he Godwins study the impact of implementing SFAS-106 will not be
double~-counted within the context of the price cap formula. The
Gedwins study identifies and allows for the elimination of the

impact SFAS-106 will have on GNP-PI. 1In fact, the Commissiocn has

stated that SFAS-106 would, presumably, be an excgencus cost for

' In the Matter of Southwestern Bell, GTE Service
Corporation, Notification of Intent to Adopt Statement
of Financial Accounting Standards No. 106, Employers'
Accounting for Postretirement Benefits Other Than
Pensions, AAD 91-80, Order, FCC 91-15832, released
Decenber 26, 1991.



orice cap purposes.’

Based on the foregoing, USTA urges the Bureau to recognize

CPEB costs as exogenous for price cap purposes.

Respectfully submitted,

UNITED STATES TELEPHOFE ASSCCIATION
By .

Martin T. McCue
General Counsel

Linda Kent
Associate General Counsel

900 19th Street, NW, Suite 800

Washington, D.C. 20006-2105
(202) 835-3100

June 1, 1992

Attachment

2 In the Matter of American Telephone and Telegraph
Company Revisions to Tariff F.C.C. Nos. 1, 2 and 13,
Memorandum Opinion and Order, released June 27, 1990 at

paragraph 4.



Response to Puragraph 16
of PCC Onder of Investigation and Suspension
CC Dockst No. 92 - 101

May 26, 1992
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Paragraph 16 requests information that can be used in a serious
impartial evaluation of a macroeconomic model and its results. Ideally,
enough information should be provided so that the numerical results
produced by a macroeconomic model can be reproduced, or at least
checked, by an outside reader with a professional training in economics.
In writing the macroeconomic portions of the Godwins report we tried to
anticipate the need for reproducibility and included in the report
enough information to reproduce the numerical results of the
macroeconomic model (See Appendix C of the Godwins report). However,
the explanation in Appendix C of the Godwins report is relatively brief,
so we will use the opportunity presented by Paragraph 16 to elaborate on
various aspects of the macroeconomic model and its calibration.

Before presenting a detailed point-by-point response to items
raised in Paragraph 16, it might be helpful to discuss the type of
macrosconomic model used in the Godwins report and to contrast this
model with conventional large-scale short-run econometric forecasting
models. The reason for contrasting the two types of models is that the
requests in Paragraph 16 constitute an appropriate set of questions for
scrutinizing the results of a conventional large-scale econometric
forecasting model. However, some of the questions are not germane for
scrutinizing the macroeconomic model used in the Godwins report.

The macroeconomic model used in the Godwins report is a classical
general equilibrium model. As discussed in the Godwins report on pp.
26-27, the choice of a type of macroeconomic model for examining the
effect on GNP-PI of the introduction of SFAS 106 was guided by a list of
five desirable characteristics for a model:

(1) The model should be a multi-sector model allowing for some
firms to offer post-retirement health benefits while other firms
do not offer such benefits.

(2) The model should explain how production costs are related to
the costs of labor and other inputs, and should allow for the
possibility of substituting capital for labor as labor becomes

(3) The model should provide a specification of the demand for
goods related to the overall price level as well as to prices of
goods in each sector.

(4) The model should be tractable so that numerical solutions can
be computed and readily interpreted.

(5) The model should be internally consistent and based on sound
economic foundations.

The classical general equilibrium model used in the Godwins report
meets all five of these criteria. However, large-scale commercial
econometric models do not meet all of these criteria. In particular,
most’ large-scale commercial econometric models do not meet criteria (&)
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and (5). These models typically contain several hundred, or even over a
thousand, equations and variables to be forecast. In addition to the
sheer difficulty of tracing the effects of so many variables, the
forecasts produced by commercial forecasters generally are based also on
other factors such as time-series analysis, current data analysis, and
"judgment"”. The fact that the forecasts of these models are based
significantly on judgment and current data analysis makes it very
difficult for an impartial observer to reproduce the results of these
models and obscures the ability to readily interpret the forecasts
produced by these commercial forecasters. Commercial large-scale
econometric models in general have also been criticized for failure to
satisfy criterion (5) that they be internally consistent and based on
sound economic foundations. In light of the five desirable
characteristics listed above, it was decided that a classical general
equilibrium model would be preferable to a large-scale commercial
econometric model for the purpose of evaluating the effect on GNP-PI of
the introduction of SFAS 106.

An additional consideration that led to the choice of the
classical general equilibrium model is related to the timing of the
responses to the introduction of SFAS 106. The classical general
equilibrium model is intended to gauge the effects of changes after the
economy has returned to equilibrium, which may take several calendar
quarters or years. This model does not address the extremely difficult
task of predicting the dynamic responses over the short-run. By
contrast, large-scale econometric models deliver a series of quarterly
forecasts of GNP and other macroeconomic variables. However, in our
judgment, short-run dynamic behavior is extremely difficult to forecast.
Although these models do produce short-run forecasts, we would be
cautious in interpreting the timing implied by these short-run
forecasts. We decided to sidestep this difficult problem by using the
conservative approach of calculating the impact on the macroeconomy
after the economy fully responds to SFAS 106. The sense in which this
approach is conservative is that it probably will overstate the short-
run impact on macroeconomic variables, and thus helps guard against
understating the impact on GNP-PI.

Now we will present a detailed point-by-point response to the
issues raised in paragraph 16. We will structure the responses
according to the following list of requests in Paragraph 16:

(1) fully describe and document the macroeconomic model, including
(a) the method of estimation
(b) parameter estimates

(c) summary statistics

(2) provide the same information as in (1) for any alternate
functional forms that were used

(3) provide the data used to estimate the model"
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(4) provide the data used in making forecasts from the model

(5) provide the results of any sensitivity analyses performed to
determine the effect of using different assumptions.

Response to request (1): fully describe and document the macroeconomic
model, including the method of estimation, parameter estimates, and
summary statistics.

The macroeconomic model used in the Godwins report is described
verbally on pp. 27-28 of the Godwins report, and a complete mathematical
derivation and description of the model is presented in Part I of
Appendix C, pp. 54-57. In order to apply this mathematical model to the
United States, numerical values of the parameters need to be selected.
In a conventional large-scale commercial econometric model, the
numerical values of the parameters are typically estimated
econometrically. For these models, it is important to ask about the
method of estimation, the parameter estimates, and summary statistics
describing the statistical properties of the parameter estimates and the
model forecasts. However, the values of the parameters used in the
classical general equilibrium model in the Godwins report were not
econometrically estimated in the course of the preparation of the
Godwins report. Instead, the numerical values of the model were
calibrated so that in the baseline calculation without SFAS 106, the
numerical results produced by the model matched U.S. macroeconomic data.

The calibration procedure is described in Part II of Appendix C,
PP. 58-59, but here we will present a verbal description of the
calibration. The utility function of households contains the following
parameters:

and ag, which measure the relative desirability to consumers of
t&e goods produced in sectors 1 and 2: The larger is a; relative
to ay, the larger is the production of good 1 relative to good 2,
and the larger is the share of the labor force employed in sector
1. The values of ay and ay are chosen so that in the initial
equilibrium (before the introduction of SFAS 106) 68% of the labor
force is employed in sector 1 (which does not offer SFAS 106
benefits) and 328 of the labor force is employed in sector 2
(which offers SFAS 106 benefits). These figures for the shares of
employment in sector 1 and in sector 2 match U.S. data as
indicated on page 7 of the Godwins report. (Of the 95.8 million
private sector employees, 30.7 million are eligible to have a
proportion of their charges in retirement met by their employer’s
medical plan. Thus, the share of the private sector labor force
employed in sector 2 is 30.7 million/95.6 million = 32%.)

8, which is the elasticity of substitution betwsen the consuamption

of any two goods: The parameter § equals the price of elasticity
of the demand for goods. This parameter was not estimated nor was
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it directly calibrated to data. As stated on page 29 of the
Godwins report, a value of 1.5 was used for §, recognizing that
this value most likely overstates the true price elasticity of
demand. Experimentation with the value of # indicated that the
impact of SFAS 106 on the GNP-PI increases when the price
elasticity of demand increases. (See the table on page 41 of the
sensitivity analysis in the Godwins report.) Thus, using a high
valus of 4 would guard against understating the impact of SFAS 106
on the GNP-PI.

n, which i{s the elasticity of labor supply: The elasticity of
labor supply has been estimated econometrically in dozens of
studies. Rather than try to estimate this elasticity again for
the Godwins study, we referred to surveys of econometric studies
of labor supply. The first complete paragraph on page 30 of the
Godwins report describes the results of these studies and explains
the choice of the value of zero for the labor supply elasticity.

We can amplify the discussion on page 30 by pointing out that
there is an important difference between the response of labor
supply to a temporary change in the real wage and a permanent
change in the real wage. Economists explain the difference by
using the concepts of an income effect and a substitution effect.
An increase in the real wage increases the reward for working and
causes people to substitute some of their time away from leisure
toward working. Thus, the substitution effect of an incresase in
the real wage is an increass in labor supply. In additiom, an
increase in the real wage makes workers wealthier and reduces the
need to‘work (or equivalently makes workers able to afford more
leisure and less labor). This effect, known as the income effect,
means that workers will reduce their labor supply in response to
an increase in the real wage. Thus, the income effect and the
substitution effect work in opposite directions: the substitution
effect increases labor supply and the income effect reduces labor
supply when the real wage increases. For a temporary increase i(n
the real wage, the worker does not become very much wealthier and
the income effect is relatively small. The income effect is
likely to be smaller than the substitution effect and thus workers
would be likely to increase labor supply in response to a
temporary increass in the real wage. In contrast, for a permanent
increase in the real wage, the income effect is likely to be
relatively large. If the income effect is larger than the
substitution effect, then workers will reduce their labor supply
in response to a permanent increase in the real wage, which is a
negative labor supply elasticity.

The introduction of SFAS 106 is a permanent change and thus any
effects on the real wage are to be regarded as permanent effects
rather than temporary effects. Thus, in choosing a value of the
labor supply elasticity, it is appropriate to use the elasticity
describing the response to a permanent change in the real wage.
The econometric estimates described on page 30 of the Godwins
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report refer to permanent wage changes, and the use of income and
substitution effects explains why these estimated elasticities are
somevhat negative. The impact of SFAS 106 on the GNP-PI is larger
for higher labor supply elasticities, and the labor supply
elasticity was set to zero in the baseline calculation to guard
against understating the impact on the GNP-PI.

7, which is the share of nominal expenditure devoted to produced
goods: Given the calibration of the other parameters of the
model, the value of y does not affect the calculated effects of
SFAS 106 on GNP-PI or the wage rate. As explained in Part II of
Appendix C of the Godwins report, the model is calibrated so that
in the absence of SFAS 106, prices in all sectors and the GNP-PI
are normalized to equal 1.0. With this normalization, the value
of y becomes completely irrelevant to the numerical results of the
model.

¢, which measures the disutility of labor: With the specification
of the utility function in equation (Al) in Appendix C of the '
Godwins report, the labor supply curve has a constant elasticity
with respect to the real wags. With a constant elasticity with
respect to the real wage, the labor supply curve depends on only
two parameters: the elasticity of labor supply and a location
parametsr. The slasticity of labor supply has already been
discussed. The location parameter was chosen to make labor supply
equal to labor demand as indicated in equation (B9) in Part II of
Appendix C in the Godwins report. Given the labor supply
elasticity and the location parameter, the numerical value of the
parameter ¢ is irrelevant.

The production function contains the following parameters:

,1 and p,, which are the shares of labor cost in value added in
sectors E and 2 respectively: In the baseline calculations, each
of these parameters is set equal to 0.64 which is the share of
labor cost in value added for the U.S. economy as a whole.

Ay and Ay, which are productivity parameters in sectors 1 and 2
respectively: These paramsters affect the demand for labor in
sach sector. They are calibrated so that when labor supply equals
labor demand, 68% of the labor force is employed in sector 1 and
328 of the labor force is employed in sector 2. The details oft 1
this calibration are contained in Part II of Appendix C, pp..58-
59.

Response to request (2): provide the same information as in (1) for any
alternate functional forms that were used.

Experimentation with different functional forms and different
parameter values involves a fundamental tension. On the one hand,
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experimentation with different functional forms and different parameter
values offers the benefit of learning how robust the results are to
various changes in the model. On the other hand, experimentation may
allow the researcher to go on a "fishing expedition", fishing for the
functional forms and parameter values that deliver the most pleasing
result. We tried to strike the appropriate balance by not experimenting
with functional forms (except as described below) and by reporting the
results of experimentation with parameter values in the sensitivity
analysis.

The only change in the model that might be construed as a change
in functional form occurred while the model was in a developmental stage
before Godwinas was engaged by USTA. In the developmental stage, the
original (simpler) functional form for labor supply assumed that the
labor supply elasticity must be zero. However, we modified the labor
supply function to its current form to allow the labor supply elasticity
to be either zero or nonzero. In a sense, this change was not really a
change in functional form because the original labor supply function is
a special case of the labor supply function used in the Godwins report.
The baseline calculations use a value of zero for the labor supply
elasticity, but we decided to allow for nonzero labor supply
elasticities so that we could psrform a sensitivity analysis on the
labor supply elasticity. The results of the sensitivity analysis are
reported in section IV of the Godwins report.

The functional form used for the production functions is the Cobb-
Douglas production function. This functional form is perhaps the most
widely used functional form for preduction functions.

The functional form of the utility function was chosen so that the
elasticity of labor supply and the price elasticity of demand for each
good are all constant. Various constant values of these elasticities
were used in the sensitivity analysis. The functional form of the
utility function was also chosen to incorporate the effects on demand of
the aggregate price level as well as the individual sector prices.

Response to request (3): provide the data used to estimate the model.

As explained above, the model used in the Godwins report is not an
econometric modsel. The choice of values for various parameters was
described in response to request (1).

Response to request (4): provide the data used in making forecasts from
the model.

Conventional large-scale commercial econometric models are
frequently used to make short-run macroeconomic forecasts of a variety
of macroeconomic variables. The forecasts are conditional forecasts
which means that the forecasts depend on the assumed future values of
various input variables to the model. For such models, it is important
to examine the data used in making forecasts from the model as well as
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summary statistics describing historical forecast accuracy (which is
related to request (lc) above).

The macroeconomic model in the Godwins report is not a
conventional short-run forecasting model. The only additional data that
is used to calculate the macroeconomic effects of the introduction of
SFAS 106 is the direct percentage increase in labor costs for firms in
sector 2. In the baseline calculations a value of 3% is used for the
direct percentage increase in labor costs for firms in sector 2. 1In the
sensitivity analysis values of 2% and 5% are also used.

Summary statistics are often used to gauge the forecasting
accuracy of conventional short-run econometric forecasting models, but
such statistics are not appropriate in the case of the macrosconomic
model used in the Godwins report. Short-run econometric forecasting
models produce forecasts of a variety of economic variables and, after
the fact, the accuracy or forecast error of each forecast can be
evaluated. For instance, a model could be ussed in 1992 to forecast GNP-
PI in 1993. Then after we learn what the actual value of GNP-PI turns
out to be in 1993, we can calculate the forecast error as the diffsrence
between the forecasted value of GNP-PI and the actual value of GNP-PI.
Then after several years, the accuracy of the forecasts can be gauged by
appropriate summary statistics of the forecast srrors.

The model in the Godwins report is not a forecasting model in the
same sense as the large-scale commercial econometric models. The model
is not designed to forecast the actual level of GNP-PI. Instead it is
designed to estimate the change in the level of GNP-PI that results from
the introduction of SFAS 106. That is, the model is designed to
calculate the difference between the actual value of GNP-PI after the
introduction of SFAS 106 and the value of GNP-PI that would have
prevailed if SFAS 106 were not introduced. Even after the fact, when we
observe the actual value of GNP-PI in the presence of SFAS 106, we will
not be able to assess the accuracy of the modsl in the standard way.
Remember that the model produces an estimats of how much different GNP-
PI is as a result of the introduction of SFAS 106. To assess the
accuracy of this estimate we would need to know the actual level of GNP-
PI after the introduction of SFAS 106 and we would also need to know the
value that GNP-PI would have had if SFAS 106 were not introduced. Even
after the fact, we cannot observe or directly measure the level that
GNP-PI would have taken in the absence of SFAS 106. Thus traditional
measures of forecast accuracy cannot be used to assess the accuracy of
the model in the Godwins report.

Three additional remarks are in order at this point. First, the
model is specifically designed not to be a forecasting model but instead
to focus on how much different GNP-PI is as a result of the introduction
of SFAS 106. This focus is exactly the question at issue in the Godwins
report.

Second, the fact that the model in the Godwins report cannot be
evaluated by the traditional measures of forecast accuracy does not mean

== éﬂdm‘”’s A



that the model cannot be checked against reality. The parameters in the
model were calibrated so that the values of labor share of total cost,
and the share of employment covered by SFAS 106 produced by the model
matched up with actual values of these numbers.

Third, our confidence in the model’'s numerical results is
bolstered by the sensitivity analysis which indicates that our results
are quite robust to changes in the values of the model’s parameters.

Response to request (5): provide the results of any sensitivity analyses
performed to determine the effect of using different assumptions.

As mentioned above, Section IV of the Godwins report, pp. 34-43,
is devoted to the sensitivity analysis. In particular, pp. 37-39
specifically discuss the sensitivity analysis of the macroeconomic
model. The numerical results of the sensitivity analysis are presented
in the table on page 41.
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SUMMARY

USTA provides a detailed response to the objections raised
by the opposing parties prepared by Godwins regarding its study.
The response clearly refutes the objections and demonstrates that
the Bureau can rely on the soundness of the study and the
validity of its results in recognizing OPEB costs as exogenous

for price cap purposes.

USTA also rebuts assertions made that OPEB costs have

already been reflected in the Commission's latest represcription.
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Before the
FEDERAL COMMUNICATIONS COMMISSION
Washington, D.C. 20554

In the Matter of:

Treatment of Local Exchange CC Docket No. 91-101
Carrier Tariffs Implementing
Statement of Financial Accounting
Standards, "Employers Accounting
for Postretirement Benefits Other
Than Pensions"

Bell Atlantic Tariff FCC No. 1 Transmittal No. 497

U S West Communications, Inc. Transmittal No. 246

Tariff FCC Nos. 1 and 4

Pacific Bell Tariff FCC No. 128 Transmittal No. 1579

REBUTTAL TO OPPOSITIONS TO DIRECT CASE
OF THE

UNITED STATES TELEPHONE ASSOCIATION

The United States Telephone Association (USTA) respectfully
submits its Rebuttal to the Oppositions to Direct Case which were
filed July 1, 1992 in the above-referenced proceeding.

I. INTRORUCTION -
In its Direct Case, USTA supported the exogenous treatment

of the incremental costs of implementing Statement of Financial
Accounting Standards -106 (SFAS-106), "Employers Accounting for
Postretirement Benefits Other Than Pensions®™ (OPEB). USTA
commissioned the Godwins study, "Post-Retirement Health Care
Study Comparison of TELCO Demographic and Economic Structures and
Actuarial Basis National Averages" (1992). That study analyzes
the impact of SFAS-106 on GNP-PI and, in particular, the extent
to which the GNP-PI will reflect the increase in costs



experienced by exchange carriers as a result of implementing
SFAS-106. The study shows that the impact of implementing SFAS-

106 will not be double-counted within the context of the price

cap formula.

In Oppositions filed July 1, 1992, AT&T, MCI, Ad Hoc
Telecommunications Users Committee (Ad Hoc) and ICA attempted to
raise objections to the Godwins study. MCI, Ad Hoc and ICA also
allege that the impact of implementing SFAS-106 was reflected in
the latest Commission represcription of exchange carriers' rate

of return. USTA will refute these points in its Rebuttal.

II. QODWIMS STUDX.
Attached hereto is a detailed response to the objections

raised by the opposing parties prepared by Godwins. The response
clearly refutes the objections and demonstrates that the Bureau
can rely on the soundness of the study and the validity of its

results in recognizing OPEB costs as exogenous for price cap

purposes.

The response first discusses the issue of double counting.
The Godwins study addresses double counting which could occur in
the increases in the PCI due to increases in the GNP-PI caused by
companies with OPEB liabilities reflecting those costs through
higher prices. No opposing party casts doubt on any of the basic
findings of the study. Therefore, the Bureau should adopt the

study's conclusion that double counting could account for 0.7



percent of the increase in costs attributable to SFAS-106, that
14.5 percent of the increase could be recovered through a
reduction in the national wage rate and that the remaining 84.s8

percent of the increase in costs are exogenous.

The response clarifies a misconception of the opposing
parties by explaining that it is the increase in expense due to
the SFAS-106 accounting change that should be afforded exogenous

treatment, and not the SFAS-106 expense.

The response explains that the alternatives suggested by
oppesing parties to determine the extent of double counting do

not even address the true source of potential double counting.

Second, the Godwins response refutes ocbjections raised
regarding the actuarial analysis. Godwins points out that AT&T's
contention that the study is flawed because the government sector
is excluded is based on a misstatement of fact. MCI's criticism
regarding the use of data from only one insurance company only
demonstrates that MCI failed to appreciate the validity of the
data and how it was utilized in the study. Godwins also
addresses Ad Hoc's contention that it did not include the effect

of "standard error”.

The response supports the reascnableness of the actuarial
assumptions utilized in determining the ratio of GNP-BLI to
TELCO-BLI. In addition, Godwins reaffirms its finding that labor



costs of non-exchange carrier firms sponsoring retiree medical

plans will increase 3.19 percent as a result of SFAS-106.

Godwins also responds to objections regarding the

macroeconomic analysis.

Finally, Godwins rebuts the report prepared by Economics and
Technology, Inc. (ETI). As Godwins explains this report is

unprofessional in that it contains numerous misrepresentations

and distortions.

IIXI. RATR OF RETURN REPRESCRIPTION.
The opposing parties have missed the point in assuming that

the latest Commission represcription of rate of return made
exchange carriers whole.’l Specifically, ETI contends that
exchange carriers have ignored economic effects to the extent
that SFAS-106 liabilities were reflected in RBOC share prices as
used by the Commission in setting the rate of return. MCI

states that SFAS-106 costs vere embedded in the initial price cap
rates and that to provide exogencus treatment for these costs
would result in double counting. This claim is supported in an
affidavit attached to MCI's filing by Professor Allan Drazen.

In stating these claims, the opposing parties are simply
making the wrong argument on several counts. First, they have

ignored the fact that exchange carriers ars regulated on their

1 See, Comments of Ad Hoc at p.17 and MCI at pp.11-17.
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accounting records. In monitoring a company's books, the
requlator must recognize any change in accounting rules that
affects the company's earnings which is not otherwise accounted
for and make an adjustment for the change. The requlator, by
setting a fair rate of return, has not obviated the obligation to
compensate the company for any reasonable and necessary

expenditures.

Second, the opposing parties have completely missed the link
between risk and return. They have not shown any changes in the
cost of capital caused by changes in company risk or changes in
capital market conditions. They have simply contended that a
postulated change in the stock price of a company automatically
implies a change in the cost of capital. Their arguments are
both unsupported and erronecus. <Changes in ths cost of capital
are caused by changes in risk, not simply by a change in stock
price, as the opposing parties contend. In fact, the Commission
has stated that "(a)n increase in the price of a stock, however,
may leave the stock's expected return unchanged if the price rose
to adjust for higher anticipated profits rather than lower

investor perceived risk."’

The existence of post-employment medical liabilities is not

new to analysts and investors. The extent to which these

2 Represcribing the Authorized Rate of Return for
Interstate Services of Local Exchange Carriers, CC
Docket No. 89-624, Order, S FCC Rcd 7507, released

December 7, 1990 at paragraph 133.
5



liabilities were incorporated in the stock price of a company was
not affected by or based on the adoption of SFAS-106. Such
liabilities were always an economic reality. The only thing the
adoption of SFAS-106 did was to affect the accounting of these
costs and, potentially, the recovery of these costs through
rates. If stock prices were reduced by these liabilities, it was
not due to SFAS~106. Further, even if stock prices were reduced

by expectations, the need for exogenous treatment has not been

eliminated.

As the Commission was consido;ing the represcription of
rates for exchange carriers, recovery of SFAS-106 costs was a
reasonable expectation of the investment community. Exchange
carriers expected that changes to GAAP would be exogenous and
that an accrual account for retires nonpension benefits would
require a GAAP change. The record before the Commission

reflected a consensus on this issue:

USQA Changes. All those commenting on the treatment of
costs attributable to changes in our Uniform System of
Accounts agree that these costs should be considered
exogenous. ... Nonetheless, because changes in GAAP
cause changes in the regulatory accounting procedures
of carriers under our jurisdiction only after we find
such changes compatible with our regulatory accounting
needs, we conclude ... that AT&T should adjust its
price cap to reflect such changes in GAAP only after we
have approved such a change. We now propose the sanme
treatment of GAAP changes for the LECs.

Exchange carriers expected thgt accrual accounting for

} Policy and Rules Concerning Rates for Dominant
Carriers, CC Docket No. 87-313, Report and Order and
Second Further Notice of Proposed Rulemaking, 4 FCC Rcd
2873, released April 17 1989, at paragraph 654.
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retiree nonpension benefits would require a GAAP change.

The Commission did not further address exogenous cost
treatment of either GAAP changes, USOA changes or SFAS-106.
Thus, no indication was given to investors by the Commission that
price cap exchange carriers would not receive exogenous cost
recovery for the incremental SFAS-106 costs imposed by the GAAP
change. In fact, it was expected that price cap exchange

carriers would obtain increased revenues to cover the increased

cdsts of SFAS-106 implementation.

The ETI report states that SFAS-106 costs "were reflected in
the share prices of the LEC and other firms evaluated by the FCC
for the rate of return represcription upon which the LEC price
cap plan was based™ and that "the Commission should fairly
conclude that SFAS-106 effacts already are discounted to some
degree in the existing nationyide average rate of return
prescribed for all carriers."' ETI supports this statement by
noting that "a large data base of health care prices, costs,
employee contributions and co-payments, eligibility requirements,
deductibles and other insurance requirements" was available to
"actuaries, securities analysts, insufancc and benefits
consultants and any other analyst who may have cared to compute

potential long-term health care costs for any segment of the

¢ Opposition of the Ad Hoc Telecommunications Users
Committee to Direct Cases, filed July 1, 1992, at
Appendix I, p.2.



population."’
In addition, the ETI report states that:
the FCC's represcription of the industry-wide rate of
return for LECs explicitly relied upon Institutional
Brokers Estimate Service (IBES) data on dividends,
earnings and stock prices as part of the discounted
cash flow analysis used to establish the prescribed
return on equity. IBES data were determined by the FCC
to be a rcasopablo expectation of investor
expectations.

The ETI report nsglects to point out that if the prospect of
SFAS-106 costs would impact stock prices, it should also impact
dividend and earnings growth expectations, for it is these very
expectations which affect stock prices. It follows then that,
just as the pressure on stock prices would presumably be
downward, so would the impact on dividend and earnings growth
expectations (absent exogenous treatment, obviously). Therefore,
if stock prices are lower and if dividend and earnings
expectations are lower, it is entirely possible, even likely,
that the cost of equity would be largely unaffected, certainly

not higher as ETI contends.’

MCI makes the same error as ETI. Both consider one variable
in the equation, that is, purported stock price effects.
Curiously, however, they do acknowledge the impact on earnings

expectations, but not in any quantitative way, when they state

s Id. at p.11.

6 Iﬂ-

7 The opposing parties all reference the Discounted Cash
Flow (DCF) analysis when discussing the cost of equity,
whereby cost of equity is the sum of the dividend yield
and expected growth in dividends.



that "(a)ny negative consequence to earnings or profitability
caused by the ixpectations of SFAS-106 costs was recognized by
the market participants and resulted in downward adjustment to

the price of the stock."® This lack of recognition of the

[T 2 es i i 3 -
"nagative consegquence to sarnings" is amply demonstrated in the

affidavit prepared by Professor Drazen where the author refers

only to "the effect that the anticipated adoption of SFAS~106 may

already have had on the price of the LECs' stock and hence on the

rate of return to capital on which current rates are based."’

Apparently Professor Drazen is not completely unaware of the
effect on growth expectations, as he goes on to states:

(t)he cost of equity calculated by the DCF formula is
the sum of the dividend yield and an estimate of the
long-term growth in dividends G. A future regulation
such as SFAS-106, which is anticipated to induce a
discrete downwvard adjustment in accounting profits when
first adopted but whose exact initial impact is
uncertain, should have a clear effect in reducing the
stock price but a far less clear effect on estimates of

G.
Drazen further contends that:

when there is agreement on the dirsction of the effect
of a regulation on profitability, but uncertainty about
its exact impact before it is adopted, there will be a
fall in the stock price, and hence an increase the
vield (sic) and in the cost of equity as n.alurodlby
the DCF formula before the regulation is adopted.

s Opposition of MCI Telecommunications Corp. Direct
Cases, filed July 1, 1992, at Appendix A, p.15. [MCI
Appendix A.]

' Id. at p.2.
1 I1d4. at p.3.
1 Id. at p.4.



Is the Commission to believe, then, that because there is
purportedly uncertainty regarding the magnitude of the effect on
G, it is to be ignored? surely, without adequate rate recovery,
there is no such uncertainty regarding the direction of the
impact on G. In fact, later on, Professor Drazen admits there is
some uncertainty in the measure of the "increase in the present
discounted value of anticipated retiree health liabilities"
presented in the referenced Mittelstaedt and Warshawsky study
[Warshawsky] when he allows "(t)his estimate has a large
confidence interval however."'’ He further states that "(t)he
Warshawsky estimates suggest that with the high degree of
uncertainty regarding the impact of SFAS-106 before it was

adopted, there was a clear depressing effect on stock prices.""

It is, therefore, hard to reconcile this admitted
"uncertainty” and "large confidence interval" with Professor
Drazen's premise that there will be a "clear effect in reducing
the stock price" and his decision not to incorporate any
effect on dividend and earnings growth expectations. Clearly,
this sort of implementation of the DCF would lead to upwardly
biased estimates of the cost of capital and not a "true"

adjustment to the cost of capital as postulated by the author.

The Warshawsky estimates are founded on unsupported

12 Id. at p.5.
13 m.

i Id. at p.3.
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assumptions, which may be the reason for the lack of statistical
robustness in the results. The authors themselves admit this
imprecision in their own abstract. "(R)esults suggest that
market estimates of the liabilities are imprecise. To the extent
that the imprecision is due to insufficient accounting
disclosures, significant price adjustments, ypward and downward,
may occur when information required by a new accounting standard

is disclosed."*’

Drazen's contention that "(t)he possibility that an anticipated
future cost increase will be reflected in a higher current cost
of equity is noncontroversial in thcory,““ is contradicted in

the same article used in Warshawsky's paper:

Although many corporate executives concede that
the new rule would slash reported earnings and reduce
book values substantially, the FASB proposal so far has
caused little stir on Wall Street. ... Shrugs lee
Seidler, an accounting sgpcialist with Bear Stearns,

"It will be a big yawn."

Additional evidence on the lack of consensus among analysts
and investors of the impact of SFAS-106 on stock prices at the

time of the Commission's represcription is evident in the same

article:

19 M. Warshawsky, "The Impact of Liabilities for Retiree
Health Benefits on Share Prices," Finance and Economics
Discussion Series paper 156, Division of Monetary
Affairs, Federal Reserve Board, Washington, D.C., April
1991, Abstract. (Emphasis added.)

¥ MCI Appendix A at p.4.
1 Henriques, Barron's, April 17, 1989 at p.s8.
11



only about a fourth of the corporations surveyed
in Foster Higgin's annual health care benefits survey
have even a rough idea of what their potential
liabilities would be under the FASB proposal, says Pat
Wilson. "Do they know the general magnitude? Yeah,
they have a feel for it. They know if it's bigger than
a bread-box, smaller than a battleship. But do they
know what the effect will be on their income statement
over time? No. The percentage that really knows that

is much, much lower."

But, however slow corporations have been to assess
the potential consequences of the FASB rule, they're
leagues ahead of Wall Street.

"I don't think anyone even has a good idea of how
to gtart dealing with this, how to develop the logic by
which they can anticipate who would be affected,"
admits Robert Willens, a senior vice president at
Shearson Lehman Hutton. There's a large body of people
who think this will never get iﬁplemcntod, so they just
haven't given it much thought."

The scle quote relied on by Warshawsky, by an analyst at
Saiomon Brothers, was immediately followed in the article by this
statement:

Willens doesn't buy that. "I don't see how that
could be the case when people are just now beginning to

get an idea of the potential implications,™ he
protests. "They're ﬂpt even close to being reflected

in the stock price."

The underlying weakness in all of the arguments made to
support the view that the cost of capital, as estimated by the
Commission, already contains a preaium to account for SFAS-106
costs is quite straightforward. Any perceived stock price
effects are caused by possible changes in dividend and earnings
growth assumptions. The stock price effects do not materialize

on their own, the two go hand-in-hand. Even Professor Drazen

13 m.

¥ 1d4. at p.9.
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acknowledged this linkage when he states that "(e)fficient
markets theory argues that a future anticipated change in cost
and hence earnings will be reflected in current stock prices."®
The opposing parties have taken a postulated change in stock
prices and imputed a change in cost of capital completely at pdds
with the literature they cited and with the Commission's own

statements and in violation of their reliance on the DCF method

to estimate the cost of equity.

IV. CONCLUSION.
Based on the foregoing, USTA urges the Commission to

recognize OPEB costs as excgenous for price cap purposes.
Respectfully submitted,

UNITED STATES TEL/E/PH)E ASSOCIATION
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Associate General Counsel
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Earlier this year, Godwins submitted a report to the United States Telephone
Association (USTA) analyzing the impact of SFAS 106 on the GNP-PI, and, in
particular, the extent to which the GNP-PI will reflect the increase in costs
experienced by the Price Cap LECs as a result of adopting the new accounting
standard. This report was placed on the record with the FCC in Bell Atlantic’s
Tariff Transmittal filed on February 28, 1992 (Transmittal No. 497) and was also
included in U.S.West's Tariff Transmittal filed on April 3, 1992 (Transmittal No.
266) .

In their filings with the FCC, several organizations took exception to the
findings of that report. In particular, AT&T, MCI and the Ad Hoc
Telecommunications Users Committee raised saveral objections with regard to
various aspects of the study. The USTA has asked Godwins to provide a detailed

response to each of those objections.

The purposs of this Supplemental Report is to provide the USTA with those
responses. We have organized our responses into three sections, corresponding
to the three different types of objections raised.

While the objections raind were numerous, this material will demonstrate that
none of the objections raised should cause the Commission to have any doubts
regarding the soundness of the study, or the validity of the results.

Respectfully Submitted,

o e

Peter J. Neuwirth, F.S.A., M.A.A A,

i P at/

Andrew B. Abel, Ph.D.
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SECTION I

RESPOBRE TO OBJECTIONS REGARDING OVERALL STUDY

A. Definition of Doubls Count

There were two objections raised with respect to the manner in which we defined
the potential sources of double counting and what sort of analysis would be
required to eliminate any double counting in determining the portion of the LECs’
SFAS 106 costs that should qualify for exogenous treatment.

ATKT _Contantion - "The LEC’'s have failed to demonstrate that the Commission'’s

(Pages 6 and 7) third criteria is met. To the contrary, the LECs’ rsquests for
exogenous treatment appear to reflect certain OPEB costs that
will be reflected in the GNP-PI ... The double count occurs
because (i) the GNP-PI component of the PCI will increase as
all firms with OPEB liabilities reflect those costs through
higher prices, and (ii) the SFAS 106 accrual calculation
includes the pressnt value of future inflation. If the SFAS
106 accrual is afforded exogenous treatment, the amount of the
accrual will be increased automatically in future periods due
to growth in inflation expressed by the GNP-PI component of
PCI.# Thersfors, if inflation is included in both the
exogenous cost componsent and GNP-PI, an LEC would be
compensated twice. Although the LECs recognize this problenm,
no carrier has met its burden of showing that it has
effectively removed this doubls count.”

Raaponas - AT&T’s description of what it considers the source of
potential double counting in the LECs’ request for exogenous
treatment for increased costs due to SFAS 106 demonstrates
some confusion as to both the double count problem and the
Godwins Report. Essentially AT&T suggests that double
counting may arise from two separate sources:

(1) Increases in the PCI due to increases in the GNP-PI
caused by "firms with OPEB liabilities reflect(ing) those
costs through higher prices.”



(2) Automatic increases in the exogenously treated portion of
SFAS 106 accrual "due to growth in inflation expressed by
the GNP-PI component of PCI."

The first source of potential double count, while a valid
concern, is precisely the factor that the Godwins Report
directly and thoroughly addresses. The first paragraph of page
1 of the Godwins Report explicitly states this as the primary
objective of the study. As will be seen in the responses to
specific criticisms of the Godwins Report, no respondent has
raised any issue which, upon scrutiny, casts doubt on any of
the basic findings of the study. Therefore, the Commission
should accept the Report’s conclusions that (a) this source of
double count accounts for 0.7% of the increase in costs
attributable to SFAS 106, (b) another 14.5% of the increase
vill be recovered through a reduction in the national wage
rate, and (c) the remaining 84.8% of such increase in costs
will remain unrecovered unless exogenous treatment is granted
on this amount.

The second alleged source of double counting simply doesn’t
exist, and is the result of confusion over exactly what the
LECs are requesting. While it is trus that the SFAS 106
expense calculation includes the present valus of future
inflation, and that the expense calculated under SFAS 106 can
be expected to increase each year at something close to the

rate of inflation, SFAS 106 expenss is not what the LECs are
Eaguasting axogsnous treatment onm. It is the increase in

expense dus to the SFAS 106 gccounting changs that should be
afforded exogenous treatment. This is an absolutely critical

distinction which is missed by ATAT. Retiree medical plans
were sponsored by firms befors and after SFAS 106 was issued.
It i{s only the accounting for those plans that has changed,
and it is the increase in costs associated with this change in
accounting that must be evaluated.

-2-
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(Page 30)

"If one were to include SFAS 106 costs through exogenous
treatment, the revenues resulting from the increase in the
price cap index to account for these costs would also
increass each year by the GNP-PI, as adjusted for the
productivity factor. The problem is that SFAS 106 costs
have already been adjusted for future inflation...Therefore,
the impact of medical care cost inflation has already been
counted. As such the amount offered by the LEC’s has been
inflated to reflect future medical costs. To include these
costs again vithin the price cap formula through exogenous
treatment, and treat them by the full amount of GNP-PI which
has medical inflation embedded as well is tantamount to
double counting the medical care inflation rate.”

This contention is virtually identical to the second
'léurco' of double counting outlined by AT&T on page 7 of
its filing with the Commission. Rather than repeat our
response to that contention, we would just point out that,
like ATST, MCI seems to have failed to grasp the point that
the LECs are not asking for exogenous trsatment on the SFAS
106 expense, rather they are asking for exogenous treatment
on that portion of the increass in expanse due to the
mandated accounting change, which will not already be
reflected in GNP-PI increases gcaused by that accounting
shangs



B. Avoldance of Double Count

Two respondents suggested "better" ways of determining the extent of the double
count problem, and therefore "better” ways of determining the appropriate portion
of SFAS 106 costs that should qualify for exogenous treatment.

AI&T Contantiom - *....The Commission should require the LEC’'s to use an

(pp. 13 - 14) alternative that is both a simpler and more reliable means
for correcting the doubls count. AT&T suggests that the
appropriate method for removing the double count between the
SFAS 106 accrual and the GNP-PI term in the price cap
formula is to remove the impact of expected changes in GNP-
PI from the SFAS 106 accrual. This can be accomplished in
a straightforvard manner by requiring the LEC’s to subtract
the expected rate of change of GNP-PI from the health cars
inflation component in the SFAS 106 accrual. The Commission
should specify the changes in GNP-PI over the SFAS 106
forecast period. Current estimateas is (sic) that GNP-PI
will increase approximately 4% over the long term."

Raaponas - That AT&T should suggest such an illogical and erroneous
"solution® to the double count problem 1s indicative of a
failure to understand the trus source of any potential
double counting. As discussed earlier, potential double
counting is not related to the fact that SFAS 106 costs ars
calculated by discounting future medical inflation back to
the present. As discussed on page 2 of this material,
double counting will only arise to the extent that the
increased costs companies will bear, as a result of the
change in accounting method raquired by SFAS 106, will also
cause an increase in GNP-PI.

The fact that the AT&T "solution® does not address the true
source of potential double counting is illustrated in the
following example, where the AT&T solution is shown to
produce an identical exogenous adjustment in two factually
different circumstances, wvhers logic would dictate different

sxogenous adjustments be applied.

b=
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In the second footnote on page 13 of its filing, AT&T
estimates that its “"solution" of allowing exogenous
treatment for SFAS 106 accruals, calculated using a medical
trend rate 4% lower than the actual rate used by the LECs
for their financial statements, might result in
approximately 55% of a given LEC’s actual SFAS 106 accrual
being afforded exogenous treatment. Now let us consider two
hypothetical scenarios:

(1) Every U.S. firm, LECs and non-LECs alike, have
identical demographic makeups and provide identical
retiree medical benefits. Thus, in this case,
presusably every U.S. firm would experience the same
increase in labor costs dus to SFAS 106. In addition,
under this scenario, it is assumed that all labor cost
increases associated with SFAS 106 are completaly
reflected in the GNP-PI, as companies raise their
prices to recover thoss costs.

(2) The LECs are the gply firms subject to SFAS 106, and/or
the additional costs due to the adoption of SFAS 106
costs are never reflected in the GNP-PI.

In the first scemario, it is obvious that the increased
labor costs due to SFAS 106 experienced by the LECs would be
fully and completely reflected in the GNP-PI (the Godwins
Report, of course, demonstrates that this hypothetical
situation does not exist), and thus no exogenous sdjustment
would be required. In fact, in this hypothetical scenario,
providing any exogenous adjustment would result in a
complete double count. Yet in this circumstance, the AT&T
approach of allowing recovery of SFAS 106 costs, calculated
using a lower trend rate (medical inflation minus 4%),
would, as noted above, result in allowing exogenous
treatment on 558 of SFAS 106 accruals.

-5
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(Page 31)

Conversely, under the second scenario, the LECs should
receive an exogenous adjustment equal to 1008 of their
increased costs due to SFAS 106, because the double count
problem simply wouldn't exist. Yet in this circumstance as
well, the AT&T approach would allow an exogenous adjustment
for the same 55% of SFAS 106 accruals as before. This is
clearly an illogical result.

One can therefors see that AT&T's suggested approach to the
double count does not address the specific factors that
affect the extent of double count, {.s.:

- Differences in plans between the LECs and non-LECs

- Differences between the LECs and non-LECs which will give
rise to different SFAS 106 costs (e.g., demographic
differences).

- Proportion of increased aggregate labor costs dus to SFAS
106, that in fact is reflected in GNP-PI.

As noted, it is precisely these critical factors detailed
above that are addressed completely and comprehensively in
the Godwins Report.

*If the Commission does decide to afford these LECs exogenous
treatment for SFAS 106 costs, this double counting must be
eliminated. This can be accomplished either through the
removal of medical care inflation from the GNP-PI or through
the removal of medical care inflation from the SFAS 106
accruals.*”

While this "solution" differs slightly from ATST's suggested
"solution" (pages 13-14 of its filing) in that MCI focuses
on the medical care inflation componsnt of GNP-PI,
conceptually it i{s very similar, and suffers from the same

-6-
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fundamental flaws as the AT&T suggestion. As with AT&T, the
MCI suggestion simply doesn’'t address the source of any
potential double count. The double count does not arise
from the discount of future inflation, but only from the
differential impact of SFAS 106 on the LECs relative to
others, and the extent to which the price cap index will
allow the LECs to recover some of those additional costs, as
the macroeconomic effects of the introduction of SFAS 106
are reflected in the sconomy as a whole. As with the AT&T
solution, the MCI solution produces the same exogsnous
adjustment, whether in reality there is no double counting
(no non-LEC firm incurs SFAS 106 costs), or complete double
counting (all firms, including LECs, experience identical
increases in costs dus to SFAS 106, and the GNP-PI fully
reflects thoss increased costs). This is clearly an
illogical result.

ém’mhs —



SECTION II
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A. Methodology

There were three objections raised with respect to the basic methodology employed
in the actuarial analysis undertaken by Godwins.

AI&I Contention - "... tha study is flawed because the government sector is

(pp. 11 -12) not included. Although SFAS 106 does not affect tha
sccounting practices of the government, growth in retirement
health care costs for the govermment sector of the ec
will affect the growth in GNP-PI because GNP-PI includas
government SFAS 106-like OPEB expenss... If OPEB-ralated
expenses of the government wers included in the analyses,
the GNP-PI would be higher, and this would have the effect
of reducing the amount of the LEC’s SFAS 106 expsnse
potentially sligible for exogenous recovery."

Rasponas - AT&T's contention that the exclusion of the government
sector from the analysis results in an ovarstatement of the
amount of the LECs’ SFAS 106 expense eligible for exogenous
treatment is completely invalid, because it is based on a
misstatement of fact. The statement that "the GNP-PI
includes goverrment SFAS 106-1ike OPEB expense” is gimply
¥EONg. Government entities are not subject to SFAS 106, nor
are they required by the Government Accounting Standards
Board (GASB) to account for retiree medical benefits on
anything other than a "pay-as-you-go” basis. It must be
emphasized that the critical issue is net what effect will
the increase in the "pay-as-you-go" costs of retiree medical
plans have on GNP-PI. (The GNP-PI will increase due to
increases in "pay-as-you-go" costs, regardless of whether
SFAS 106 ever becomes effective.) Rather, the critical
question is what effect will there be on GNP-PI, due to the

requirement that private sector employers change the way in
which they account for retires medical plans. As ATAT

-8-
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(Page 26)

itself concedes, government sector employers are not
required to change their accounting for retiree medical
plans, and therefore the fact that many goverrmental
entities sponsor such plans is not relevant to the analysis.
As a result, the Godwins Report considered the government
sector (see page 21 of the study), and correctly excluded it
from the covered population for the calculation of the
increase in labor costs experienced by firms subject to SFaS
106.

"The USTA study uses data from only one insurance company to
arrive at the cost of medical claims for the calculation of
the nationwids Benefit lavel Indicator.®

The inferred intent of the MCI comment is to suggest that
Godwins used "data from only one insurance company"” to come
up with per capita claim costs, which wers then used to
derive aggregate SFAS 106 costs for the U.S. as a whole.
MCI has clearly failed to appreciate the validity of the
data, and the limited use to which the insurance éalpaﬁy
claims data was put. In particular,

(1) The insurance company used is, by any measure, one of
the five largest Life and Health insurance carriers in
the United States.

(2) The data collected was for xoss nadical claims, not
amounts reimbursed by company plans.

(3) The data was sufficiently extensive to snsurs that no

statistical fluctuations (1i.e., sampling errors) would
materially affect the results.

-9.



(4) The data was used to form a frequency and amount

distribution, against which lsml_zlmmm of

the LECs and the companies in the Godwins database were

applied, to evaluate the nmmmmm‘ of the

TELCO plans compared to those provided by other
employers.

(5) Changes in the underlying distributions derived from
the insurance company data would pnot have had any
significant effects on the ultimate result. This {s
because the key results of the Godwins study were
related to the rgtig of the GNP-BLI to TELCO-BLI, and
net to the absolute value of either.

Ad _Noc Comtention - "Finally, the Godwins Report ignores the usual uncertainty
(ETI) that is associated with survey results measured by calculated

(Page 21) standard errors. As we discussed, Godwins utilized data
from a survey of 830 employers who sponsor post-retirement
Plans and 170 employers who do not. It is a well accepted
fact that data from Surveys are subject to uncertainty which
is usually measured by the standard error.® However, these
standard errors are never taken into account in the
calculation of the Benefit Level Indicators (BLIs). Thus
the data shown in the table on page 28 of the Godwins Report
assumes that the standard daviation is zero. This is
obviously incorrect. Furthermore, there is no information
as to the variance or the standard deviation of the sample
data so that the sensitivity of the rasults can be analyzed.
Combined with the fatal errors discussed above, this shows
& report which was designed to come to a particular
conclusion favorable to the LEC's."

Raaponse - The "standard error" for the calculation of the average
Benefit Level Indicators was not shown! because in this
case, the effect of the "standard error® vas deemed to be

1 Mhm”uﬁhmm We assume thet they are referring to the table
Mlm”lﬁdbmnﬁmhhwhbhmnydnmingoumzsoﬂb
Godwins Report.

-10-
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{mmaterial. The reason it is immaterial is that the Godwins
data is not a "survey" in the traditional sense of the word
(1.e., a small sample from a large universe); rather, it is

a data base comprising companies that employ spproximately
provide post-retirement medical benefits.

However, in the interest of completeness, wa have included
in Appendix A the calculation of the variance and standard
deviation, which are inherent in the calculation of the
average BLIs used in the Report. As can be seen from the
exhibits, the standard deviation for the average pre-65 BLI
is .015, vhile the standard deviation for the post-65 BLI is
a mere .008. Had the average BLIs been one standard
deviation higher than the values actually used for hoth the
Ppre-65 and the post-65 BLI, the relative impact of SFAS 106
on GNP compared to TELCO would have increased from 28.3% to
29.1%. Given that the sensitivity analysis of the overall
result utilized a rangs for this value of 17.8% to 44.5%, it
is quite clear that the effect of the "standard error"
referred to by ETI is immaterial.

-11-



B. Actuarial assumptions

There was ons objsction raised regarding the reasonableness of the assumptions
utilized in determining the ratio of GNP-BLI to TELCO-BLI.

- "Within the USTA study, in its flawed attempt to estimate
(Page 28) relative benefit ratio levels, the consultant utilizes
FN 35 turnever rates that are markedly lower than the average
turnover rate. This results in inflated estimates of the
OPEB liability. Like most of the assumptions used by USTA,
the grounds for this are unsupported. USTA remarks that it
chose this estimate because of the historical patterns of
longer service 1life and higher average age for TELCO
employees versus other employees. Unfortunately, the study
doss not indicate what tims frame was used for this
e rison, or vhether ths sxperience of the last few years,
vith the large amount of downsizing exhibited by the TELCO
firms, has been included."

Rasponss - There appear to bs two contentions made in MCI's comment.
First, that the Godwins study did not use the “average
turnover rate® for TELCO and second, that even if the
average rate, based on “historical patterns of longer
service life and higher average age” were used, such
turnover rates would still be too low because of "the large
amount of downsizing exhibited by the TELCO firms.”

With respect to the first contention, the turnover rates
used for TELCO (T-2) axg the average of the rates used by
the LECs in their most recent actuarial studies (generally
1990 or 1991). With respect to the second contention,
downsizing through Early Retirement prograss should not have
ADY impact on assumed turnover rates because such turnover
rates are only utilized for projecting future pra-retirsment
vithdravals. This should be obvious since an individual is
no longer subject to the turnover rates once that individual
becomes eligible for retirement.

Further, MCI seems to have misinterpreted the statement made

W'ﬂs SEEEE————
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in the Godwins Report (page 48-FN 3) that,

"Supporting evidence for low incidence of turnover at
TELCO relative to national 4verage can be seen by the
higher average age and past service of TELCO employees
relative to average age and service of national working
population.”

The point here is not that there have been "historical
patterns of longer service life and higher average age for
TELCO employees,” but rather that the SUrXent age/service
characteristics of TELCO (age = 41.6 / service = 16.6, as of
1/1/91) provide evidence of low turnover rates (i.s. lgy
LuInover rates in the past produced the currenmt demographic
makesup of the group). Recent downsizing could not have
contributed to producing these age/service characteristics
because recent staff reductions among the LECs were ngt
accomplished through layoffs among the younger short-service
employees prior to 1991,

While the above concept is well known among professional
actuaries, we have performed some additional analysis and
provided a more detailed explanation below, which should

Dbttt

make our point somewhat clearer.

The average age and service of an employee group is not a
simple function of withdrawal rates, but higher withdrawal
vill generally push down averages.?

mhuhml’dlmwin“ifm*mnhdhm
Ruﬁohmuliﬂ.c&amian—y% "popuistion”. An empioyes group
hﬁh““d“ﬁ“”buﬂyihm
populstion. Populatioa growth, bMdhhthq@baﬂu&ub-@t
dmmd“w&mmb&thb“m
S'anthchﬂ.COmh‘nmhpcqﬂoyumﬂnMu

growth of firms canmot hide the effect of withdrawals.
-13-
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Calculations vere performed to test the hypothesis that the
"T¢ / T;" choice of withdraval tables was consistent with the
observed differentials between average age and average
service of TELCO compared to the nation as a wvhole. With
hire age and retirement age as parameters for calculating
the average age and average service of stationary
populations resulting from T,, T,, and Ty based upon all
retiremsnts at a given retirement age and all hires at a
given hire age, the table in Appendix B clearly indicates
differences that are not only consistent with the results
shown in the Godwins Report, but in fact suggest that the
differences in turnover rates between TELCO and the Test of
the U.S. working population may be even greater than T-2

versus T-6.

For example, if one were to look at a company that hires new
employees at an average age of 27, that sxperiences turnover
rates equal to T-2, and retirements at age 62 (a situation
not unlike TELCO), one would find that after this company
matures it can expect to have an employee population with an
average age of 41.54, and an average past service of 14.54
years. If, instead, turnover rates equal to T-6 were
applied, the average age and service of the population would
be 35.80 and 11.80, respectively. This theoretical
difference, betwsen populations subject to T-6 and T-2, is
actually less than the observed differences in ags/service
characteristics between TELCO and the non-TELCO firms (see
page 47 of the Godwins Report). While TELCO and the rest of
the GNP have different retirement patterns, it can be seen
from the table that differences in average retirement ages
have only a minor impact on the basic result.

Finally, it should be noted that the sensitivity analysis
performed by Godwins is more than sufficient to allow for

any potential understatement of TELCO's turnover rates. On

-14-

Ws—



Pages 34 and 35 of the Godwins Report, it is shown that even
if the same turnover rates were used for both TELCO and the
rest of the working population, the relative impact of SFAS
106 on GNP, compared to TELCO, would only increase from
28.3% to 34.6%. As noted on Page 40 of the Godwins Report,
overall results are shown using values for this relative
impact, ranging from 17.8% to 44.5%.

-15-



C. Accuracy snd Reliability of Results

There were two objections raised with respect to the overall accuracy and

reliability of the Godwins findings that labor costs of non-LEC firms sponsoring

retiree medical plans will increase 3.19% as a result of SFAS 106.

AIST Contention -
(pp. 9 - 10)

"The results of the Godwins Study depend on the calculation
that the adoption of SFAS 106 will increase labor costs by
3% for firms incurring OPEB expenses. The 3% estimate is
derived using numerous factors, each subject to error as
noted in Godwins’ section on sensitivity of results (pp. 34-
43). The cumulative impact of reasonable variations in each
factor renders the 3% estimate suspect."

It is precisely the sensitivity analysis referred to by AT&T
that gives us great confidence in the robustness of the
bottom line result. In the extremely unlikely event that
the actual increase in labor costs is as high as 5%
(extremely unlikely, because such a result would require
that virtually al]l of the factors for which uncertainty
exists’ have been maximally understated)* then the total
amount of unrecovered SFAS 106 costs is reduced by a mere
12% (from 84.8% to 74.7% as shown on page 41 of the Godwins
study). Thus, there can be little doubt as to the solidity
of the results, and the Commission can be quite confident
thac any uncertainty in the basic results of the actuarial
analysis will not have a significant effect on the final

result.

See pp. 34-37 of the Godwins study.

h:ﬁln,gnntauaumuuﬂuntohecomu:vuﬁmincsﬁnnﬁngdxneﬁwﬂn:n:ennueﬂnnthehmpux
of SFAS 106 on GNP-PI was, if anything, overstated. See, for example, the following in the
Godwins Report:

Caiculation of prefunding adjustment (page 19)

Basic BLI methodology (page 34)

Average retirement ages for non-LECs (page 35)

Discussion of labor cost percentage adjustment (pages 36-37)
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(Page 25)

"In no place within the study is there an attempt to verify
the costs of SFAS 106 to non-LEC firms." -

"The 3.19% increase in labor costs to non-LEC firms
providing OPEB does not square with other estimates of the
SFAS 106 costs..... This amount is only 40% of the
estimates by Warshawsky (in
: , No. 76
Finance and Economics Discussion series, Divigion of
Research and Statistics, Division of Monetary Affairs,
Federal Ressrve Board, Washington, D.C., June 1989)."

MCI's contention is a gross misrepresentation of the facts.
It 1is trus that in the referenced article Warshawsky does
estimate that, based on 1988 data, the aggregate increase in
retiree medical expense dus to the introduction of SFAS 106
would be much higher than the 3.19% estimated by Godwins.
However, despite the fact that Warshawsky is a well trained
economist and clearly undertook his research in a
responsible manner, MCI has utilized the results of that
research irresponsibly. Specifically, the following must be
noted:

(1) Varshawsky himself now recognizes that his original
estimate was unrealistically high, and he has
significantly reduced this estimate in his most recent

analysis.®

(2) Even Varshawsky's revised estimate is significantly
higher than other aggregate estimates produced by the
GAO® and EBRI’ for the same time period. Despite this,

“Ths Uncertain Promiss of Retires Health Benefits,” the AEI Press, 1992.

6 Gemeral Accousting Office, Humen Resources Division, "Employes Besefits: Companies' Retires
Health Liabilities Large, Advancs Funding Costly,* June 1989, GAO/HRD-$9-51.

Employee Bensfit Ressarch Instituts, “Issues and Trends in Retiree Health Insurance Benefits®, Issue
Brief No. 84, November 1988.

-17-
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MCI selected Warshawsky's earlisr estimate and chose to
ignore both Warshawsky’'s revision and other lower
sstimates. These other estimates are quite consistent
with the Godvins estimate, and are fully encompassed by
the sensitivity analysis included in the Godwins
Report.

(3) WVarshawsky's revised estimate is itself too high
because his assumptions regarding plan provisions,
actuarial assumptions, and demographics were wrong.
These erronsous assumptions are described in greater
detail balow.

(4) Estimates produced by Warshawsky, as well as the GAO
and EBRI, are all based on 1988 plan provisions. The
Godwins estimate is more accurate becasuse it is based
on 1990 plan provisions, which ars mors up-to-date.

Each of these points is discussed in greater detail below.
(1) Warshawsky now recognizes that his original estimate was wrong.

In the material referred to by MCI, Warshawsky estimated that aggregate
SFAS 106 costs in 1988 dollars would have been $67.9 billion, while "pay-
as-you-go" costs were §14.5 billion. This net increase in costs of $53.4
billion translates to approximately 6.82% of 1988 total compensation® for
covered employees, and directly corresponds to the Godwins estimate of

3.19%.

8 1988 Total Compensation for U.S. workers was $2921.3 billion as shown in the November, 1991
Survey of Curreat Business. Based oa the GAO study, 26.3% of all workers are covered by plans
sabject to SFAS 106 (ses page 21 of the Godwins Report). Therefore, according to Warshewsky,
additional SFAS 106 costs are 53.4 + (2921.3 X .268) = 6.82% of compensation.

-18-
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Varshawsky now realizes that his earlier estimate was based on an erroneous
demographic makeup of the total coversd population (for example, the ratio
of active employees to retirees used was 3.8 to 1, which is far lower than

for the typical company’). In his recent book (Ihe Uncertain Promise of
Ratires Heslth Benafits, the AEI Press 1992), Warshawsky revises his

estimate of aggregate 1988 SFAS 106 accrued liability and expense downward
by 25% and 128, respectively. In this new study, the aggregate estimate of
SFAS 106 expense becomes $58.9 billion, while "pay-as-you-go" costs are
reduced to $11.3 billion. Thus the net increase dus to SFAS 106 of $47.6
billion now translates to an increase of 6.08% of compensation. As shown
in item (3) below, even this estimate is unrealistically high, dus to the
incorrect assumptions that Warshawsky relies on.

(2) Warshawsky’'s revised estimate is significantly higher than other estimates
of aggregate SFAS 106 costs.

Both the GAO and EBRI produced estimates of SFAS 106 liabilities, based on
1988 data, that can be directly compared to that produced by Warshawsky.
Warshawsky’s reviged estimate of $332.1 billion is, in fact, 508 higher
than the GAO estimate of $221.0 billion, and 34% higher than EBRI’s
estimate of $247.0 billion. While neither the GAO nor EBRI explicitly
calculated the increase in aggregate annual expense as a result of SFAS
106, their liability estimates translate to increases of 4.05%" and 4.52%1
of compensation, respectively. Both of these values are well within the
range of values used in the sensitivity analysis performed by Godwins.
Page 41 of the Godwins Report illustrates results assuming the aggregate
increase in costs dus to SFAS 106 range from 2% to 5% of total compensation
of covered employess. Even at the very high value of 5% (high because this

9 Ses page 47 of the Godwins Report.
10 221 + 332.1 x 6.08% = 4.05
11 247 + 332.1 2 6.08% = 4.52

-19-




(3

valus, in addition to being materially higher than both the GAO and EBRI
estimates, would also require that virtually all the factors outlined on
pages 34-37 of the Godwins Report to have been naximally underestimated),
the percentage of TELCO's SFAS 106 costs that are not recovered, through
the GNP-PI increase and wage rate reduction, is only reduced from 84.8% to
74.7%,

Warshawsky’'s revised estimate is too high due to incorrect assumptions.

In carefully reviewing the methodology employed by Warshawsky, it becomes
quite clear why he arrives at aggregate cost estimates that are so much
higher than the GAO and the EBRI estimates, as well as the Godwins
estimate. Simply put, the methodology employed by Warshawsky utilizes
assumptions regarding plan provisions, the dc.o-;raphic profile of the
covered population, and actuarial assumptions to be used by companies to
calculate SFAS 106 expense, that are demonstrably wrong. Specifically, in
estimating the SFAS 106 accrued liasbility, Warshawsky:

- Assumes a "reasonably generous health plan with low deductibles and
co-payments” for gll companies (Pg. 92). A multitude of surveys (see,
for example, Health Care for Retired Employses by Betty Malroy Stagg,
The Conference Board Research Bulletin No. 202, 1987) demonstrate that
this is simply not the case. Many companies in fact provide quite a
bit less than "reasonably generous® benefits.? In fact, using data
not available to Warshawsky, the Godwins BLI methodology was daveloped
to specifically isolate the variation of "gensrosity" among companies’
retiree medical plans.

12 &p’?dhmwmmm&m%udhw
3 ¢ Ratires Madical Bemafit
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- Assumes lifetime coverage for both the retiree and his spouse, for gl1
companies. This is clearly unrealistic, and contradicted by the
Conference Board material referenced above.?

- Assumes all active employees become sligible for full benefits at age
355. This also is contradicted by the studies referred to above .

- Assumes mortality at 83 GAMY rates while many companies continue to
assunme higher mortality rates.

- Utilizes a 1% spread between the discount rate and medical trend rate
sombined vith a 4% per year aging factor.

- Assumes a retirement age of 62.5, in contrast with the evidence of
average retirement ages between 63.5 and 64, as shown on page 35 of
the Godwins Report.

Strong evidence that Warshawsky'’'s actuarial assumptions as to trend and
mortality result in unrealistically high SFAS 106 costs can be seen from
the fact that the LECs used much lower cost assumptions to calculate their
SFAS 106 costs. 1In fact, only 2 out of the 11 LECs on whom data was
collected used the 83 GAM table for their SFAS 106 calculations, and the
average spread between the discount rate and the ultimate trend rate for
the LECs’ SFAS 106 calculations is 2.57%. This is particularly compelling,
given the fact that the respondents to the LECs' filings with the
Commission have indicated that they believe that the assumptions used by
the LECs ovearstate their SFAS 106 accruals.

13 Ses pages 7-8 of the Conference Board report.
14 unsammmmwhmuuum”
15 mlmcmmwkhmmmum)m-ﬂyuhm

valustions in the United States. While it was published by the Society of Actuaries in October, 1983,
it still has not been universally adopted by earolled actuaries for their peasion valuations.
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(4)

In addition to the problems cited above, Warshawsky also assumes that the
demographic profile of the entire covered population is a "reasonably
mature and stable group® which is "typical of many large companies."” Whils
Warshawsky does not disclose the specific age and service characteristics
of this group, based on his statements we must assume that it {s older and
has longer service than the average covered group. (Note that the GAO
survey' reports that a very significant number of retiree medical prograns
are sponsored by companies with less than 500 employees.) By utilizing a
demographic profile of such age/service characteristics, Warshawsky 1is
undoubtedly overstating aggregate costs still further.

All three estimates (Warshawsky, GAO and EBRI) are based on out-of-date

data.

After rejecting Warshawsky’'s estimate dus to the serious problems noted
above, there still remains the question of why the GAO and EBRI estimates
are both slightly higher than the Godwins estimate of aggregate SFAS 106
costs. The simple explanation for this is that retiree medical plans have
changed substantially, between the time the data was gathered for the three
estimates noted above (1988), and the time period for which plan provision
data was collected for the Godwins study (1990). In fact, according to the
Hawitc Associates 1990 Survey of Retires Madical Bensfits, 70% of all
surveyed companies changed their retiree medical plans in 1988 or 1989,
Thus, the Godwins estimate must be regarded as more accurate because it
uses more recent information.

16  Gemsral Accousting Office, Employes Benefits, “Exteat of Corapanies’ Ratires Health Coverage,®
GAO/HRD-90-92, March 1990.
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SRCTION III

MCI and ATST raise three questions about the choice of a macroeconomic model and
its use in estimating the impact of SFAS 106 on GNP-PI.

MCI Contantion - "Such a model, in its final form, is nothing more than a

(Page 31) somevhat advanced spreadshest model. ... This cannot be
viewed as an objective forecasting tool, but rather as a
means to legitimize overly simplistic calculations.®

Raaponas - By calling the Godwins model a “"somewhat advanced
spreadsheet model™, MCI means that the model is used to
perform "what 1if" exercises. But a "what if" exercise is
exactly vhat is required to study the impact on GNP-PI of
the introduction of SFAS 106. To calculate the
differential impact of SFAS 106, we need to ask “what
happens to the valus of GNP-PI if SFAS 106 is introduced.”
Ay __sconomic modal, even a large-scale commercial
econometric forecasting modsl, would have to be put through
a "what if" exercise to determine the 1ipact of SFAS 106.
The criticism of the Godwins model for being used to
perform "what i{f" exercises is unwarranted.

MCI Comtantion - “USTA contends that the modsl, while not being useful for

(Page 32) forecasting macroeconomic activity, can somehow be used for
forecasting the differences in macrosconomic activity
depending on a shift in an exogenous variable (the
multiplicative term used to adjust labor costs for the
SFAS-106 impacts.)® [footnote not repeated here] This
distinction is artificial--if a model cannot be relied upon
to forecast the interactions within the economy, how can it
be utilized to predict the differences dus to some
altesration to one valus within the modal?"
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To appreciate the distinction that - MCI asserts is
artificial, consider a simple example from outside the
realm of regulation or economics. Suppose you are planning
to take a 500-mile trip by car and you are concerned about
how long the drive will take. The length of time will
depend on the weather, road constructions along the way,
traffic, accidents along the way, whether your car has
mechanical trouble, and so on. Owing to the various
unpredictable factors, any forecast of the duration of the
trip may well be in error by an hour or more.

Now suppose that in planning your trip you want to know how
much driving time you can save by Packing lunch to eat
while driving. If lunch at a fast food restaurant takes
about half an hour, you estimate that packing lunch saves
about half an hour. This informed guess can be made
without having to (1) predict the overall duration of a
trip that includes stopping for lunch; and (2) predict the
overall duration of a trip that does not include stopping
for lunch. You can avoid all of the complicating factors
involved in trying to predict the overall duration of the
trip. The prediction of the effect on duration of stopping
for lunch may not be exactly right. (Indeed if you pack
lunch rather than stop for lunch, you will never know if
your prediction was right.) However, the forecast error of
the effect of stopping for lunch is likely to be much
smaller than the forecast error for the overall duration of
the trip.

This example illustrates that when estimating the effsct on
a variable caused by a particular event, it 1is not
naecessary to forecast the actual value of that variable.
The Godwins model calculates the effect of SFAS 106 on
GNP-PI without having to forecast the actual level of
GNP-PI.
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- "Second, Godwins offers no methodology to test the validicy
(Page 10) of the macroeconomic model'’s results...If the model
parameters and equations do not adequately describe real
world data, then any predictions it gives are of little
value.*

Raaponse - These comments raise two separate questions: (1) do the
model’s parameters and equations adequately describe real
world data? and (2) how can one test the validity of the
model’s results about the impact of the introduction of
SFAS 106? In answer to the first question, the model’s key
parameters do describe real world data. The inputs to the
modsl consist of 6 numerical parameters. Two parameters
measure the share of labor cost in total cost, and the
baseline values of thess parameters ware chosen to match
the actual share of labor cost in total cost in the United
States. One parameter measurss the share of private sector
employment covered by SFAS 106 benefits, and the value of
this parameter was chosen to reflect the fact that of the
935.8 million private sector employees, 30.7 million are
eligible to have a portion of their medical costs in
retirement met by their employer’s medical plan, subject to
SFAS 106. A fourth parameter measures the percentage by
which SFAS 106 directly increases the labor costs of
employers that offer post-retirement medical benefits. The
baseline valus for this parameter was based on the
extensive actuarial study in the Godwins Report. A fifth
parameter i{s the vage elasticity of labor supply, and as
discussed on page 30 of the Godwins Report, the value of
this elasticity was based on a published summary, by Mark
R. Killingsworth, of the extensive econometric literature
on the elasticity of labor supply. A sixth parameter, the
Price elasticity of demand, was not based directly on a
specific set of data or a specific set of econometric
studies. Howaver, econometric studies of demand for
various goods tend to find price elasticities on the order
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of one, or smaller. (For example, on page 16 of its report
submitted in opposition to the direct cases, ETI cites a
price elasticity of demand of 0.723 for interstate switched
access, in a study by J. Gatto et. al. of ATST.)
Experimentation with the model revealed that (1) the
results of the model are not very sensitive to the price
slasticity of demand; and (2) higher values of the price
slasticity of demand tend to increase the calculated impact
of SFAS 106 on GNP-PI. To guard against understating the
impact on GNP-PI of the introduction of SFAS 106, it was
decided to use a value for this parameter that 1likely
overstatses the true value, s0 a value of 1.5 was used in
the baselins case, as explained on page 29 of the Godwins

Report.

The second question, which concerns testing the modal’s
results about the impact of SFAS 106, is a conceptual
question that would confront any model, not just the
Godwins modsl, used to estimate the impact of SFAS 106 on
GNP-PI. As AT&T points out on page 10, "there is no way to
independently verify by observation the trus change in
GNP-PI dus to SFAS 106 even after SFAS 106 goes into
effect." This quotad sentence is corract, but notice that
this sentsnce is independent of the choice of a model. As
sxplained in the May, 1992 Godwins Response to Paragraph 16
of the FCC Order of Investigation and Suspension (p. 7), it
is impossible to directly observe the impact of SFAS 106 on
GNP-PI, even after the fact, because we have no way to
directly observe what GNP-PI would have been in the absence
of SFAS 106, This problem is faced by predicted changes
based on economstric modsls as well as changes based on
quantitative classical gensral equilibrium models, such as
the one used in the Godwins Report.
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AT&T (p. 10) goes on to point out that "standard economic
Practice is to perform tests whensver a modal is based on
estimates to see how closely the model mirrors actual
data.” For example, large-scale commercial econometric
forecasting models are designed to forecast the values of
various macroeconomic variables. Then the actual values of
these variables are compared to the values forecasted by
the model, and the difference between the actual and
forecasted values 1is called the forecast error.
Statistical properties of forecast errors, such as the root
Bean square error or the mean absoluts forecast error, are
then calculated. Although this statistical analysis of
forecasts is commonly applied to large-scale econometric
models, ons should not be misled into thinking that these
analyses can test the validity of a model’'s prediction
sbout a change in a macrosconomic variable (such as
GNP-PI), when some aspect of the model is changed (such as
the introduction of SFAS 106). Statistical propertias of
forecast srrors can be used to test the accuracy of
sonditional forecasts', but do not address the question of
the model’s accuracy when predicting the effects of a
change in the modsl’s inputs.

We are faced with a choice between a quantitative classical
general equilibrium model of the sort used in the Godwins
Report and a large-scale commercial econometric forecasting
model. Neither type of modsl has been tested for the
validity of the predicted macroeconomic effects resulting
from the introduction of SFAS 106. Both types of models

17 Wmu—-ummofmmmmm.nﬂm-m
“conditional® on these assumed future values.
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"fit* their key parameters to real world data:
quantitative classical general equilibrium models base
their parameters on independent econometric studies and/or
calibration of certain parameters to make the values of
certain variables match actual data; econometric models
estimate the values of their parameters econometrically.

Which type of model should we use? The Godwins Report
lists five desirable criteria for a modsl to be used to
study the impact of SFAS 106 on GNP-PI. The quantitative
classical general equilibrium model in the Godwins Report
satisfies all five of these criteria, but as explained in
the May, 1992 Godwins Response to Paragraph 16 of the FCC
Order of Investigation and Suspension, large-scale
commercial econometric forecasting models fail to satisfy
at least two of these criteria.

-
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B. Senaitivity

AT&T raised three questions about the sensitivity of the results.

(Page 10)

"Third, the validity of the macroeconomic model is further
called into question because of the great sensitivicy it
exhibits to changes in assumptions. For example, altering
the baseline assumption of labor elasticity from zero to an
elasticity of 0.1 increases the impact on GNP-PI by more
than 4008 (a 0.0642% impact vs. the 0.0124% base case

impact.)"

In judging whether the difference betwsen 0.0124% and
0.0642% is large, it is important to look at the magnitudes
involved. Both of these numbers ars a tiny fraction of 1
percent. True, the larger of these two numbers is 5 times
as large as the smaller number, but both of these numbers
are essentially zero, and five times zero is still zero.
To see that there is no essential difference, suppose that
in the absence of SFAS 106, GNP-PI would have a value of
125.0. A 0.0124% incresse would rssult in a GNP-PI of
125.0155, whereas a 0.0642% increase would result in a
GNP-PI of 125.0802. GNP-PI is only reported to one decimal
place, so the allaged "great sensicivity” amounts to the
difference between 125.0 and 125.1 for GNP-PI. Rather than
looking unstable, the results appear remarkably robust to
this change in paramster value.

Instead of focusing on the sensitivity of the GNP-PI
offect, one might want to focus on the percentage of
additional SFAS 106 costs "to be met from other sources"”
reported in columns headed (c) in the sensitivity analysis
on page 41 of the Godwins Report. This number is the
"bottom line” number. As shown on page 41, in the baseline
case, the portion of additional SFAS 106 costs to be met
from other sources is 84.8%; increasing the labor supply
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elasticity to 0.1 reduces this number to 84.1%. Again, the
results are remarkably robust. '

y - "Moreover, Godwins’ analysis looks at changes in parameter
(Page 11) values on a ‘one at a time’ basis (p. 38)."

Raaponse - Section IV of the Godwins Report is devoted entirely to
sensitivity analysis, and it presents two tables of results
(page 39 and page 41). The table on page 39 focuses only
on the sensitivity of GNP-PI to changes in parameter
valuss, and examines these changes in parameter values one
at a time. However, the table on page 41, which summarizes
the sensitivity analysis for the overall results, does pot
look at paramster changes one at a time.

Why does the table on page 39 focus on changes in parameter
values one a2 time? It was recognized at the outset that
there are 648 possible combinations of parameter values.®
Rather than grind through all of these combinations, it was
decided to first examine the effects of changes in
parameter valuss ons at a time to learn which parameters
have the largest impact on GNP-PI. As shown on page 39,
the direct impact on labor costs in sector 2 and the labor
supply elasticity are the two parameters for which GNP-PI
exhibits the most sensitivity. Then, having learned that
GNP-PI exhibits the greatest sensitivity to these two
parameters, the sensitivity analysis for the overall
results on page 41 examines all combinations of these two
parameters.

18  Including the bassline valuss, the Godwias Report sxassined:
2 values of the price elasticity of demand;
3 valuss of labor share ia total cost, sector 1;
3 values of labor share in total cost, sector 2;
3 values of fraction of lsbor empioyed in sector 2;
3 values of direct impact on lsbor costs in sector 2;
4 valuss of labor supply elasticity

Thus, there are 2 x 3 x 3 x 3 x 3 x 4 = 648 combinations of parameter values.
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It still does not seem to be worthwhile to grind through
all 648 combinations, but, in response to AT&T's comment,
additional sensitivity analysis was performed to explore
parameter values that lead to low values of the percentage
of additional SFAS 106 costs to be met from other sources
(wvhich is 84.8% in the baseline case). The additional
sensitivity analysis was performed as follows: Four of the
parameters were each set at the value that led to the
largest increase in GNP-PI vhen the parameters were varied
one at a time. (Price elasticity of demand = 3.0; share of
labor costs in total cost, sector 1 = 0.78; share of labor
costs in total cost, sector 2 = 0.78; initial fraction of
labor employed in sector 2 = 0.4.) VWhile these four
paramsters vere set at valuss that individually contributed
to the largest impact on GNP-PI, each of the four values of
the labor supply elasticity vas examined in combination
vith each of the three values of the direct impact on labor

~ costs in sector 2. The results of this additional
sensitivity analysis are reported in Appendix C. Notica
that the lowest valus obtained for the percentage of
additional SFAS 106 costs to be met from other sources is
60.1s. This number was obtained by combining unlikely and
extreme values of all 6 parameters. The chance that all §
of these paramsters simultaneously take on such extreme
values is essentially negligible. Whereas the finding in
the Godwins Report that 84.8% of additional SFAS 106 costs
need to be met from other sources should be regarded as a
conservative estimate, the 60.1% figure should be regarded
as an unresalistically low underestimate of the amount
requiring recovery from other sources.

- "Because the SFAS 106 accrual is inherently imprecise and
(Pages 12-13) measurement of its impact on the economy is extremely
difficult to assess, it is not possible to predict the full
extent that SFAS 106 will affect prices in the economy
generally (as both Godwins and NERA attempt to do).*"
{footnote omitted]
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The Godwins Report explicitly recognizes that there are
uncertainties associated with the calAculccion of the
effects of the introduction of SFAS 106, and deals with
thess uncertainties in two wvays: (1) whenever a decision
needs to be mads about the numerical value of some data or
parameter, the Godwins Report alwvays attempts to err on the
side of overstating the impact on GNP-PI of the
introduction of SFAS 106. In the macroeconomic analysis,
this conservative approach is represented by the choice of
baseline valuss of the price elasticity of demand and the
labor supply elasticity that are likely to be higher than
the true values of these pParamsters, as explained on pages
29 and 30, respectively, of the Godwins Report. (In the
actuarial analysis, this same conservative approach is
noted in footnote 4 on page 16 of this Report.) This
conservative approach lends additional support to the
finding that SFAS 106 will have a tiny effect on GNP-PI,
because even the small effact predicted by Godwins is
probably an overstatement of the true effect. (2)
Recognizing the uncertainty associated with the data and
parameters, Godwins devoted an entire section of its report
(Section 1IV) to sensitivity analysis. in, the
sensitivity analysis lends additional support to the
conclusion that the introduction of SFAS 106 has only a
tiny effect on GNP-PI.
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MCI raised three questions concerning the detailed specification of the model.

MCI Contention - MCI asserts that the USTA model assumes among other things
(Page 32) "perfect substitutability of capital and labor."
Rasponse - This assertion is plain wvrong. The most common measure of

the substitutability of capital and labor is the elasticity
of substitution between capital and labor. "Perfect
substitutability” describes the situation in which the
valus of this elasticity of substitution is infin{te. 1In
the USTA model, the value of this elasticity of
substitution 1is equal to one, rather than infinity, as
implied by MCI's assertion.

- MCI states (correctly) that the model “has no 1ntnmtfoml
(Page 33) sector.”
Rasponse - Every sconomic model is a simplification of reality. As a

practical matter, a usable model must ignore many aspects
of reality. The skill in building a good model rests in
including those aspects of reality that are quantitatively
important for the issues being studied, and in ignoring
those aspects of reality that are less quantitatively
important for the issues being studied. Despite all the
attention that international trade and foreign competition
receive in the press, it must be remembered that
international trade is a small part of U.S. GNP. In 1991,
net exports were squal to 0.5¢ of GNP in the U.S. (net
exports vere negative, so it is the magnitude, or absolute
value, of net exports that was 0.5% of GNP). Even looking
at gross trade flows rather than the net flow, imports
accounted for only 10.9% of GNP, and exports accounted for
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(Page 33)

Raaponas -

only 10.4% of GNP in 1991. Thus, the inclusion of an
international sector did not seem :hupor:int to study the
impact of SFAS 106, and there is nothing convincing in the
MCI statement that would lead to revising this judgment.

"Finally, although the modsel is attempting to review a
dynamic phenomenon, the structure of the model is static in
form."

Rather than being a weakness, the static naturs of the
modsl is a virtus. There is quite a bit of disagreement
among macrosconomists about the short-run dynamic behavior
of the macrosconomy, and indsed economists seem to have a
lot of trouble predicting short-run dynamic behavior, such
as turning points in the business cycle. Because the
prediction of short-run macroeconomic behavior is so
difficult, it was decided to avoid this task, and instead
to analyze the ultimate effects of SFAS 106 when the
economy reaches a nev equilibrium. A static modal, which
simply avoids difficult short-run dynamics, is appropriate
for analyzing the ultimate effects of the introduction of
SFAS 106. As stated in the Godwins Report (p. 26), "The
model is best viewed as a long-run model that fully
incorporates the effects of SFAS 106." An additional
advantage of focusing on the "long-run" or full effect of
SFAS 106 is that it probably overstates the short-run
impact on GNP-PI of the introduction of SFAS 106 because,
owing to various lags in the economy's adjustment process,
short-run effects are generally smaller than long-run
effects. This likely overstatement of the impact of SFAS
106 is consistent with the conservative approach of the
Godwins Report, which is to guard against understating the
impact on GNP-PI of SFAS 106.
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D. Rasponss to Commants of Independent Macroecomomist on the Model

The statement below represents the entirs commentary on the macroeconomic model
by an independent economist engaged by MCI.

MCI_(Drazen) - “The USTA study also presents a macroeconomic modsl to

(Pages 8-9) estimate the effect of SFAS 106 on the GNP Price Index
(GNP-PI) to see what fraction of costs will be recovered
via the increase in GNP-PI. The macroeconocmic model is
theoretically correct, but a very highly simplified and
abstract modal of the U.S. economy. For example, there are
assumed to be only two aggregate factors of production,
total capital and total labor, and the whole sconomy 1is
assumed to be perfectly competitive. Hence, the true
effect of SFAS 106 on the GNP-PI may be significantly
different (in a statistical sense, though probably not in
order of magnitude) than the figure of 0.0124% that is
presented. The trus effect on the average vage rate in the
economy may alsc be very different than what the very
simple macroeconomic model predicts, both in terms of
statistical significance and in terms of order of

magnitude."

Rasponse - This statement is clearly and carefully written by Allan
Drazen, a well-respected sconomist. The remarks below are
Presented to help non-economists interpret some of the
economic jargon used by Drazen.

Drazen's assertion that the ‘"macroeconomic modsl 1is
theoretically correct” should be regarded as praise, since
this judgment comes from a macroeconomist who has published
many of his own theoretical models. To an economist, the
statement that the model is theorstically correct indicates
that the basic economics underlying the model is sound, and
that the mathematical formulation of the model is an
appropriate formalization of the economics.

Although Drazen certifies the model as theoretically
correct, he points out that it is "very highly simplified
and abstract."” Whether "very highly simplified and

-35.

éﬂduﬂ'ﬂs SEE————



abstract” is a virtue or a vice depends on the benefits and
drawbacks associated with simplification and abstraction.
In this case, simplification and abstraction has the
bensefit of allowing the model to be a tractable
representation of the important econoaic phenomena
associated with an increase in labor costs, such as that
associated with the introduction of SFAS 106. In addition
to promoting tractability, the simplification avoids the
possibility that {rrelevant complications somehow
contaminate the model’s results.

Drazen’s statement focuses on the drawbacks of
simplification and abstraction in this case. As will be
explained below, a careful rudihg of Drazen’'s statement
- indicates that he thinks that, despite the simplification
and abstraction, the Godwins model produced essentially the
right answer for the effect on GNP-PI, but he has some
doubt about the effect on the wage rate.

The key to understanding Drazen's statement liss in the
parenthetical statement in the quote "may be significantly
different (in a statistical sense, though probably not in
ordar of magnitude)". Economists often distinguish between
two concepts of significance: statistical significance vs.
economic significance. For instance, the true effect of
something is said tc be statistically significantly
different ‘from the estimated effect if econometric and/or
statistical analyses indicate that we can have a high
degres of confidence (usually 95% confidence) that the true
effect 1s diffsrent from the estimated effect. It is
possible that the estimated effect is very close to the
true effect, and yet statistical and/or econometric methods
may detect a statistically significant difference; in this
case, economists would describe the difference as
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statistically significant, but  not  economically
significant.

Drazen’s statement indicates that the true effect of SFAS
106 on GNP-PI may be statistically significantly different
-- but not economically significantly different -- from the
effect estimated by the Godwins model. He states that the
trus effect on GNP-PI i{s probably not different, in order
of magnitude, from the 0.0124% effect satimated by Godwins.
That is, the order of magnitude of the Godwins estimate is
tiny, and Drazen does not dispute the finding of a tiny
effect on GNP-PI.

The calculated effect of SFAS 106 on the wage rate is
almost two orders of magnituds larger than the calculated
effect on GNP-PI, and Drazen suggests that the true effect
on the wage rate may differ from the calculated effect,
both in terms of statistical significance, and in terms of
order of magnitude. However, he does not indicate whether
the effect calculated by Godwins is likely to be too large

or too small.

To summarize, Drazen’s remarks about the macroeconomic
results of the Godwins Report serve as much to bolster the
results as to challenge them. Drazen pronounces the
macrosconomic model to be theorstically correct and he
notes, but does not challenge, the finding of a tiny impact
on GNP-PI. Finally, he does not indicate whether his
doubts about the effacts on the wage rate would lead him to
expect & larger or a smaller effect than is found in the
Godwins Report.
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E. Response to Ad Hoc Usera

The criticisas of the macroeconomic analysis in the Godwins Report presented
in The Opposition of the Ad Hoc Telecommunications Users Committee to Direct
Cases is simply a summary of criticisms made in a report prepared by Economics
and Technology, Inc. (ETI) for the International Comsunications Association. To
avoid repetition, we will not separately respond to the Opposition of the Ad Hoc
Telecommunications Users Committes report, and toc the ETI report. Instsad, ws
will respond only to the ETI report. Responding to the ETI report presents a
special challenge. Unlike the oppositions filed by AT&T, MCI, and the remainder
of the Ad Hoc Users filing, the report submitted by ETI is unprofessional in both
its tone and its substance. When reading the assertions that appear instead of
reasoned economic analysis, one wonders why ETI chose to write the report this
way. Was it the result of an inability ‘to understand the economic analysis in
the Godwins Report, or was it the result of a deliberats attempt to misrepresent
and distort the report? Regardless of the reason, ETI's reckless assertions have
been entered into the record, so it is necessary to set them straight.

ETI asserts on page 13 of its report that the Godwins Report contains at
least six fatal flaws. The first alleged fatal flaw deals with the role of
calibration, and the remaining five alleged fatal flaws are numbered 1 - 5 on
page 15 of the ETI report.

EII Contention - *In the Godwins model, the key numbers which determine the

(Page 14) results are simply invented. They are made up. ... A quote
from Appendix C-5 of the Godwins Report illustrates the
process:

The model is calibrated so that in the absence of
FAS-106 it yields an allocation of labor across
sectors...It 1is also calibrated such that in the
absence of FAS-106, all nominal prices are equal to
one." [emphasis added by ETI]
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Several comments are in order. First, let’'s look at what
ETI omitted from the quoted passage from the Godwins Report
where the ellipsis appears after "labor across sectors.”
The following words were left out: "that matches the sctual
allocation of labor across sectors." [emphasis added] Now
vhy were these nine words omitted by ETI? Certainly not
because they took up too much extra space. And certainly
not bacause these nine words were not germane to the point
ETI was trying to make. Quite the contrary--these nine
words indicate that the numbers were not made up or
invented; the numerical values of the parameters wers
chosen so that the share of workers eligible for SFAS 106
benefits in the model yould equal the actual shars in the
U.S. aconomy. That is, these nine words prove the opposite
of ETI's assertion, and ETI simply chose to suppress thenm.

Second, the passage quoted from the Godwins Report statass
that in the initial equilibrium, before the introduction of
SFAS 106, all nominal prices are set equal to ons. It
seems that the authors of the ETI report regard this as an
invented number. However, there is a difference between a
price index and the price of a specific good measured in
local currency. GNP-PI is a price index, and like all
indsxes, a single specific numerical valus of the index is
meaningless, unless the scale or base is specified. The
value of an indsx in a base ysar i{s entirely arbitrary, and
to make the interpretation of the numbers simpls, the price
indexes were normalized so that the price index in the
initial situation had a valuse of one. The concept of
normalization should bs familiar to anyons with graduats
training in economics, and there is no meaningful sense in
vhich normalization should be interpreted as "inventing
numbers.”
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Third, ETI italicizes the word "calibrated" twice in the
quoted passage, as if to emphasize that "calibrated" means
"{nvented" or "made up." The problem is that the authors
of the ETI report do not appear to know what calibration
is. They ask the question on page l4: "What is this
calibration?” Then they assert that calibration does not
involve real economic data, and they cite as proof the fact
that the term calibration is not used in standard
econometrics textbooks. The problem is that the authors
looked in the wrong place to find out about calibration.
The right place to look is in the macrosconomics
literature, in particular the burgeoning literaturs on
quantitative general equilibrium macroeconomic models. An
influential paper that uses calibrntion and is already
becoming a classic in this literature is Edward C.
Prescott’'s "Theory Ahead of Business Cycle Measurement,”
Quarterly Reaviey, Federal Reserve Bank of Minneapolis, Fall
1986, pp. 9-22. Calibration 1is at the frontier of
quantitative macroeconomics and has not yst filtered into
many undergraduate textbooks. However, calibration is
described in Chapter 11 of Macrosconomics by Andrew B. Absl
and Ben S. Bernanke, Addison-Wesley Publishing Co., 1992,
a book co-authored by one of the authors of the Godwins
Report and used at dozens of leading colleges and
universities.

Calibration is an alternative method to direct econometric
estimation for choosing numerical values of parameters in
a macroeconomic modsl. 1In calibrated models, numerical
valuss =ay bs based on seconometric sstimation of
microeconomic data and/or they may be chosen so that
varisbles in the model match actual values of real economic
data. Both of these techniques were used in the model in
the Godwins Report. For instance, the parameters of the
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production functions were calibrated so that the share of
labor cost in total cost matched the actuﬂ share of labor
in total cost in the U.S. economy. Contrary to the
assertion in the first paragraph on page 14 of the ETI
report ["Another key factor, the labor supply elasticity,
the response of labor supplied to real wage changes, is
assumed to be 0.00, again a number simply invented for the
purposes of their report."], the valus of the laber supply
elasticity was based on a multitude of econometric studies.
The first complete paragraph on page 30 of the Godwins
Report discusses the summary by Mark R. Killingsworth of
the extensive econometric literature on the elasticity of
labor supply. Each of the many studies finds different
numerical values for this elasticity, and it seems
pointless to try to pick one of the estimates in ons of the
studies. It is even more pointless to econometrically
estimate this elasticity independently, given the multitude
of existing sstimates. The sensible approach is to observe
that the estimates tend to show a small, even slightly
nagative, elasticity. Becauss the impact of SFAS 106 on
the GNP-PI is larger for higher labor supply elasticities,
a value of 0.0 was chosen so as not to understate the
impact on GNP-PI. Furtherwmors, the sensitivity analysis
explored the effect of even higher values of this
elasticity.

It should be acknowledged that the valus of one parameter,
the price elasticity of demand, was not directly calibrated
from a specific set of data or a specific set of
econometric studies. The valus of this parameter was
chosen by observing that econometric studies of the demands
for various goods tend to find price elasticities of demand
on the order of one, or smaller. For instance, the ETI

report on page 16 cites a price elasticity of demand of




J. Gatto, et. al. of AT&T. Because price elasticities of
demand tend to be smaller for broader categories of goods,
the price elasticities of demand for sectors 1 and 2 in the
Godwins model (which account for about 2/3 and 1/3 of
private sector output, -respectively) are most likely
smaller than one. The bassline calculation used an
elasticity of 1.5 because experimentation with the model
indicated that the effect of SFAS 106 on GNP-PI is (1) not
very sensitive to the price elasticity of demand, and (2)
higher for higher valuas of the price slasticity of demand.
Therefors, to provide a cushion against understating the
effects on GNP-PI, the value of the price elasticity of
demand was purposely set higher than the likely true value
of this elasticity.

The ETI report complains that only "after much evasion” (p.
14) did the May, 1992 Godwins Response to Paragraph 16 of
the FCC Ordsr of Investigation and Suspension admit that
its model is not econometrically estimated. The first
paragraph of the May Response states that the original
Godwins Report containad enough information so that a
well-trained professional economist could reproduce the
numerical results of the macrosconomic model. The second
paragraph begins by pointing out that it would be helpful
to contrast the model in the Godwins Report with
conventional large-scale short-run sconometric forecasting
models. This is clearly not evasive.

Having addressed the ETI report’'s misrepresentation of

calibration, we now discuss the five numbared alleged

flaws.
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EII cContention - "Godwins choose (sic) the wrong kind of model to evaluate
(Page 16) the effects of FAS 106."
Rasponss - According to ETI, a large-scale commercial econometric

model would have been preferable to a classical general
equilibrium model for the purpose of analyzing the impact
of SFAS 106. The May, 1992 Godwins Response to Paragraph
16 of the FCC Order of Investigation and Suspension has
already addressed in detail the choice of a classical
general equilibrium model rather than a large-scale
commercial econometric forecasting model. ETI has already
complained on page 14 that that response contained
"duplication of material from the February report" so that
discussion will not be repeated here. It should be noted,
however, that the Godwins Report listed five desirable
criteria for a model to use in addressing the impact of
SFAS 106. The classical general equilibrium model used in
the Godwins Report meets all five of these criteris, but as
pointed out in the Godwins Response to Paragraph 16,
large-scale commercial econometric forecasting models fail
to meet at lsast two of these criteria.

ETI's discussion on pages 16-18 adds nothing of substance
to the issue of choosing an appropriate type of model. The
distinction drawn on page 16 between mathematical models
and models explicitly designed to be estimated with actual
data again reveals the authors' ignorance of the burgeoning
macroeconomic literature on quantitative general
equilibrium models. (See especially the sentence on page
16: "They are designad and studied to investigate a
concept qualitatively not quantitatively." [italics in
original]). The authors vaste a few paragraphs on pages 17
and 18 deriding the monopolistic competition 1in the
Blanchard-Kiyotaki model. Apparently they have failed to
realize that monopolistic competition is one aspect of the
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Blanchard-Kiyotaki model that is not present in the
adaptation of this model used in the Godwins Report.

- "The key numerical parameters of the model are invented by
(Page 18) Godwins and not estimated from any economic database."

Rasponss - There is nothing new in this false assertion that has not
already been addressed in this Supplemental Report. All of
this material in this false assertion is a repatition based
on the ignorance of calibration by the authors of the ETI
Report.

- "The Godwins model erronsously assumes that workers do not
(Page 19) evaluate the value from post-retirement bensfits and that
employers do not view these benefits as current costs."

Raaponss - Page 19 of the ETI report states "The fundamental Godwins
assumption is that employers who pay these post-retirement
benefits do not now consider them labor costs.* This
quoted sentence presumably means that the Godwins Report
assumes that, in the absence of SFAS 106, smployers do not
Tecognize post-retirement benefits as current costs. The
reason for this assumption is that the Godwins Report
attempted to take a conservative approach vwhersver
possible. In this particular context, conservative means
guarding against understating the impact of SFAS 106 on
GNP-PI. Equivalently, the approach was to err on the side
of overstating the impact on GNP-PI. Now if one argues
that in the absence of SFAS 106 employers and employees
fully recognize post-retirement benefits, then the
introduction of SFAS 106 would have no effect on any
prices, and the GNP-PI would be unaffected. Thus, GNP-PI
would provide absolutely no recovery to Price Cap LECs who
would then bs entitled to seek 1008 recovery of the
increase in costs dus to SFAS 106 because Price Cap LECs

have not been able to recover these costs in the past.
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However, to the extent that SFAS 106 formalizes and focuses
attention on future post-retirement ucbiiltiu , and to the
extent that firms carry larger liabilities on their balance
sheets and thus face higher costs of borrowing, the
introduction of SFAS 106 will lead to an increase in
recognized current costs. How large is the increase in
costs? As explained above, the conservative approach
dictates that we overstate the effect of SFAS 106 on
GNP-P1, so for macrosconomic purposes we treat all of the
additional SFAS 106 expense as a cost.

- "Next, the Godwins modsl incorrectly uses an outdated
(Page 20) functional form to represent the production function for
the economy."
Rasponae - Although the Cobb-Douglas production function was first

used more than 60 years ago, it is still widely used in
quantitative economic analysis, and one of its major
predictions -- that factor shares are constant over time --
seems to hold up well in U.S. data. It is true that during
the 1570 thers vas a flurry of activity to generalize the
Cobb-Douglas production function, and this flurry included
estimation of the translog production function cited in
footnote 48 of the ETI report. The translog production
function is considerably more general than the Cobb-Douglas
production function, but this added generality comes at a
cost. The translog production function has many more
paramsters to estimate or calibrate, and the quality of
aggregate data on inputs may be sufficiently poor to make
estimates of these additional parameters unreliable. It is
worth noting that when these additional parameters are
equal to zero, the translog production function becomes a
Cobb-Douglas production function. In practice, estimates
of many of these additional parameters have large standard
errors and are not significantly different from zero at
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standard confidence levels (see Ernst R. Berndt, The
Practice of Econopetrics: Classic and Contemporary, Reading
Massachusetts: Addison-Wesley Publishing Co., 1990, Table
9.2 p. 473). In addition, the estimated elasticity of
substitution between capital and labor, in a four-factor
translog production function presented by Berndt on p. 475,
is 0.97, which is very close to the selasticity of
substitution of 1.0 that is characteristic of the
Cobb-Douglas production function.

The ETI report closes its criticism of the use of the
Cobb-Douglas production function on page 21 with the
sentence, "Although it is not clear how significant the
bias is from the use of the Cobb-Douglas model, it is clear
that the analysis involves simplified assumptions dating
back over 60 years." It is worth noting that not only does
the ETI report admit that the significance of the bias is
unclear, it does not speculate on the direction of any
bias. The only thing that is clear to the authors of the
ETI report is that the Cobb-Douglas production function is
over 60 years old. Interestingly enough, the source cited
in the ETI report states that the translog production
function introduced in 1970 is "identical to the production
function considered by Heady several decades earlier."
(Berndt, p. 458)

Perhaps the best response to the criticism raised by the
ETI report is contained in a 1988 book by Zvi Griliches
(former Chairman of the Department of Economics at Harvard
University, 1984 Vice President of the American Economic
Association, 1965 winner of the John Bates Clark Medal for
the best economist under the age of 40, and Fellow of the
Econometric Society whose distinguished career has been
devoted to the study of productivity): "There is also the
issue of functional form for the estimated production
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(Page 21)

Rasponae -

functions and the associated productivity computations. I
could never take this range of issues seriously.” (Zvi

Griliches, Iachnology. Education. and Productivitv, New

York: Basil Blackwell Inc., 1988, pp. 306-307.)

"Finally, the Godwins Report ignores the usual uncertainty
that is associated with survey results measured by
calculated standard errors.”

This criticism applies to the actuarial analysis and has
been addressed on pp. 10-11 of this Supplemental Report.
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(Page 6,
and FN 8)
Raaponas -

"If exogenous treatment is afforded to one portion of the
compensation package, an asymmetrical relationship will be
afforded carriers under price caps. This will allow
carriers to offer increased OPEB, for which they would
receive exogenous treatment, and decrease other forms of
compensation.! (footnote 8: In fact, the USTA study itself
predicts a similar situation where SFAS-106 costs increase,
the wage rats in the economy will fall, offsetting the
increass in labor costs associated with SFAS-106.)"

Here it is appropriate to comment only on footnote 8.

In the Godwins Report prepared for USTA, the introduction
of SFAS 106 leads to a reduction in the wage rate, relative
to the wage rate that would have prevailed in the absence
of SFAS 106. The fall in the wage rate is pot a
consequence of "an asymmetrical relationship [that] will be
afforded carriers under price caps.” The wage rate falls

for all firms in the economy, even those firms that do not
offer OPEBRs coverad by SFAS 106. The pradictad nationwide
fall in the wage rate is a market equilibrium phenomenon
reflecting the nationwide fall in the demand for labor at
any given wage rate, as explained on page 24 of the Godwins
Report. Because the fall in the wage rate is an
equilibrium phenomenon, it is beyond the control of any

single firm or small group of firms.
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In response to a contention raised by the Ad Hoc Telecommunications Users
Committee, we have provided an analysis which vas performed to determine whether
"the uncertainty that is associated with survey results” could have materially
affected the results outlined in the Godwins Report. The methodology employed
in that analysis is described below.

The Godwins BLI database is extensive (830 plans in all) and holds data on
Plans for 18 million participants out of a universe of 38 million participants.
Statistical sampling error should have been minor. Godwins tested this hypothesis
by calculating standard errors for the pre-65 and post-65 average BLI's. The
analysis took account of the six industry groups usad in the USTA Report, the BLI
veightings within each industry group, the weightings of the industry-group BLI's
in developing the final averages, and of the finite universe effect whereby
dispersion tends to zero vhen a sample enlarges to exhaust the universe.

For each industry group (i=1, i=2, ... i=§) a variance was calculated for
the set of BLI's (j=1, N) observed for the group, N, being the number of Plans
in the Godwins database for industry group i. Weighted means were used in the
USTA study, and the variance for the weighted mean for industry group i was
calculated as the variance of the observed BLI,'s times the sum of the squares
of the weights based on participant counts in the plans included in the industry
group. The Godwins database has information for substantial percentages of
covered employses in each industry group. The total number of plans in each
industry group, T,, was taken as the number of plans in the Godwins database for
the industry group, N,, times the ratio of covered employment for the industry
group in the economy (a GAO figure) to the covered employment included in the
Godwins database for the industry group. A standard adjustment factor of
(T, - N) / (T, - 1) was applied to account for the "finite universe effect"”.

-49-

goa’m'ns e——



The estimate of the variance of the means was taken as the sum of the
products of the square of the "GAO weights" times the estimates of the
industry-group variances. The square root of the estimate is the measure of the
dispersion of the means. Numerical results from the calculations are summarized
on the chart attached hereto. We see that pre-65 and post-65 dispersions are

minor when contrasted to their corresponding means.
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Age of

New Hires

25
26
27
28
29
30
31
32
33
34
35

Age of
New Hires

25
26
27
28
29
30
31
32
33
34
35

Appendix B

Average Age / Average Service for Mature Populations

Promulgated from Varying Turnover and Retirement Assumptions

< ...............
e e - - T2- - o>
RA 62 RA 63 RA 64
39.94 40.35 40.76
40.75 41.16 41.58
L34 41.96 42.38
42.32 42,74  43.17
43.08 43,51 43,9
43.83  44.27 44.70
44.57  45.01  45.45
45.29 45.76  46.18
46.00 46.45 46.90
46.69 47.14 47.60
47.36 47.82 48.28
< ..............
<. -T2 - ->
RA 62 RA 63 RA 64
14.94 15.35 15.76
14.75 15.16 15.58
14.96 15.38
14.32 14.76 15.17
14.08 14.51 14,94
13.83  14.27 14.70
13.57 14.01 14.45
13.29 13.74 14.18
13.00 13.45 13.90
12.69 13.14 13.60
12.36 12.82 13.28

<- - - -T6---->

RA 62 RA 63 RA 64

36.96 37.24 37.53
37 38.18 38.48

39.11  39.42
39.71  40.02 40.34
40.60 40.93 41.26
41.48 41.81 42.16
42.34 42.69 43.04
43.19 43.55 43.91
44.02 44.39 44.77
44.84 45.22 45.60
45.64 46.03 46.43

Average Service
<----T6---->

RA 62 RA 63 RA 64

11.96 12.24 12.53
11.88 12.18 12.48
12.11  12.42
11.71  12.02 12.34
11.60 11.93 12.26
11.48 11.81 12.16
11.34 11.69 12.04
11.19 11.55 11.91
11.02 11.39 11.77
10.84 11.22 11.60
10.64 11.03 11.43

-52=

<----TI0 - - -
RA 62 RA 63
31.02  31.09
32.16  32.23
33.29  33.38
34,43  34.53
35.56  35.68
36.70 36.82
37.82  37.96
38.964 39.10
40.05 40.22
41.16  41.34
42.22  42.43

< -« - <TIWO - - -
RA 62 RA 63
6.02  6.09
6.16  6.23
6.29  6.38
6.43  6.53
6.56  6.68
6.70  6.82
6.82° 6.96
6.94  7.10
7.05  7.22
7.14 7.3
7.22  7.43

Average Age - - - - - - . - . . o . - ..

1.
32.
33.
34.
35.
36.
38.
39.

40.
41.

42,

RA

NNNNNN OO

.16
.31
.47
.63
.79
.95
11

.40
.53
.64
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Appendix C

Additional Sensitivity Analysis

Extrems Parameter Values Leading to Low Estimates
of the Percentage of Additional SFAS 106 Costs
to be Met from Other Sources

Additional SFAS 106 Costs of
Average Employer with SFAS 106 Liabilities

|<-=--- 28 ----- >| |<-=--- 3% ----- >| |<mnnen 5¢ ---u- >|
Labor
Supply (a) (b) (e) (a) (b) (e) (a) (b)) (e)
Elasticity
0.0 0.9 12.0 8§7.1 2.0 17.5 80.5 5.4 27.5 §&1.1
0.1 3.9 10.0 §86.1 6.4 14.6 79,0 12.5 22.8 64.7
0.2 6.7 8.1 85.2 10.6 11.8 77.6 19.4 18.3 62.3
0.3 9.4 6.4 84,2 14.6 9.1 76.3 26.0 13.9 80.1

(a) reflected in GNP-PI
(b) financed by potential reduction in the wage
{(c) to be mat from other sources

price elasticity of demand = 3.0
share of labor costs in total cost in sector 1 = 0.78

share of labor costs in total cost in sector 2 = 0.78
initial fraction of labor employed in sector 2 = 0.4

NYASZSI167 (RT\LD350}
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BACKGROUND

Over the last eighteen months Godwins has been working with the United States
Telephone Association to analyze the impact of SFAS 106 costs on the GNP-PI and,
in particular, to determine what portion of the increase in costs experienced by
the Price Cap LECs due to SFAS 106 will, in fact, not be reflected in the GNP-PI
or any other macroeconomic effect.

In February, 1992 we issued the results of our analysis, indicating that
approximately 85% of the LECs’ additional costs would pot be reflected in the
GNP-PI or recovered through other macroeconomic effects. In July 1992 we issued
a supplemental report responding to objections and questions regarding our
inicial report. Since that time, the FCC issued an order denying exogenous
treatment for any SFAS 106 costs for the Price Cap LECs. After reviewing the
order and discussing it with the Commission’s staff, the USTA has concluded that
the FCC may not have fully appreciated the conservative nature of our study, nor
the relevance and importance of the sensitivity analysis included in the original
report. As a result, the USTA has asked Godwins to produce this supplemental
report, which more fully describes the fundamental conservatism of our approach
and presents the results of a newly expanded sensitivity analysis.

Respectfully submitted,

ST A

Peter J. Neuwirth, F.S.A., M.A.A.A.

(P v

Andrew B. Abel, Ph.D.




INTRODUCTION

The fundamental results of the initial Godwins study were derived by the use of
a macroeconomic model, as described beginning on page 26 of Godwins' February,
1992 report. This model takes as input six basic parameters. In choosing the
values for those six parameters we utilized the best available information. When
there was a great deal of information available we chose as accurate a value as
possible for the given parameter. When such information was lacking we were
conservative and chose a value which would, if anything, overstate the impact of
SFAS 106 on GNP-PI.

In its recent order, the FCC challenged two aspects of the Godwins study. First,
in comparing the analysis performed by our firm with one performed by NERA, che
FCC expressed concern that the studies relied upon different assumptions
regarding the impact of SFAS 106 on companies’ pricing decisions. Secondly, the
FCC expressed concern that our results might be unrelisble due to the wide
variety of possible parameter input value combinations which might be applicable.

Section I of this report addresses the first issue raised by the FCC, while
Sections II and III address the FCC's second concern. Specifically, Section I
demonstrates that while the basic underlying assumptions as to pricing behavior
may differ between the Godwins and NERA studies, the approach chosen by Godwins
is, in fact, more conservative than that used by NERA.

With respect to the FCC’'s sscond concern, we point out that Section IV of
Godwins' original report described a sensitivity analysis that was performed in
order to determine how much our results would change if we had chosen different
values for the parameters. While we believe this should have been sufficient to
address any concerns as to the reliability of our results, we have now expanded
that sensitivity analysis considerably. Section II of this report examines the
six parameters separately, and determines the range of realistic values for each.
In Section III we calculate and report what the results of our study would have
been, had we usad gny possible combination of values for the six parameters.




SECTION T

DEMONSTRATION OF CONSERVATIVE NATURE OF GODWINS APPROACH RELATIVE TO NERA

In addition to the Godwins Study submitted by the USTA, a study performed by NERA
was submitted to the FCC. In paragraph 62 of its order the FCC states that:
"While Godwins assumes that companies respond to their booked costs,
NERA reasons that non-regulated companies set prices based on economic
costs, which are better reflected in accrual accounting than pay-as-
you-go. According to NERA, non-regulated firms thus have already
reflected accrued OPEB costs in their prices, but regulated firms did
not, because their prices have been based upon accounted-for costs
plus profits.”

It seems, therefore, that NERA argues that the introduction of SFAS 106 is merely
an accounting change rather than a real change in firms’ costs. For unregulated
firms, any effect on costs due to OPEBs had already been factored into prices
prior to the introduction of SFAS 106. However, firms with regulated prices who
sponsor OPEBs had not been given the opportunity to seek recovery for these OPEB
costs prior to the introduction of SFAS 106. These regulated firms are the only
firms in the economy whose costs and prices may increase as a direct effect of
SFAS 106 as these firms seek recovery for OPEBs from regulators. '

In principle, the Godwins modsl could be applisd to calculate the effect on GNP-
PI under the NERA assumption that SFAS 106 would have a direct effect only on the
prices of regulated firms offering OPEBs covered by SFAS 106. To apply the
Godwins model, we would let sector 1 be the unregulated sector, plus those
regulated firms that do not offer OPEBs covered by SFAS 106. Sector 2 would
consist of that portion of the regulated sector of the economy which sponsors
OPEBs covered by SFAS 106. We would need to know the values of the following
parameters: (1) the share of labor cost in total cost in sector 1; (2) the
share of labor cost in total cost in sector 2; (3) the share of employment in
sector 2; and (4) the direct impact of SFAS 106 on labor costs in sector 2. To
obtain the values of these parameters would require an economic analysis for the
first three parameters and an actuarial analysis for the fourth parameter. It
is far beyond the scope of our assignment to carry out the requisite analyses to
obtain reliable values for these parameters. However, we have performed two sets
of illustrative calculations that clearly demonstrate that the Godwins approach
is, in fact, more conservative than NERA's, and had NERA's approach been used by
us, a significantly higher percentage of the LECs’ SFAS 106 costs would have been
found to be unrecovered by GNP-PI increases or other macroeconomic effects.

While only rough approximations to the comprehensive analysis just described,
these calculations again serve to underscore the conservative nature of our
original study. To reiterate, any change in the underlying assumptions in the
Godwins study to be more consistent with NERA’'s approach would result in a much
larger percentage of TELCO's SFAS 106 costs remaining unrecovered.
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Illustrative Calculations Part I: One way to describe the difference between the

Godwins and NERA studies is that NERA assumes OPEBs were already completely
factored into the prices of (unregulated) firms before the {ntroduction of SFAS
106, whereas Godwins assumes that no additional OPEB costs were factored into the
prices of firms prior to the introduction of SFAS 106. We can look for middle
ground between these two polar cases by assuming that firms had already factored
in a fraction x of the increase in accounting costs due to the introduction of
SFAS 106. We will let x take on the values 0, 0.25, 0.50, 0.75, and 1.0. Using
the conservative baseline value of 3.0% for the direct impact of SFAS 106 on
labor costs for firms offering OPEBs, these values of x correspond to values of
3.0%, 2.25%, 1.50%, 0.75% and 0% for the direct impact of SFAS 106 on labor costs
for firms in sector 2. Note that with x = 1, there will be no impact on GNP-PI
and no other macroeconomic effects. On the other hand, with x = 0, we will
cbtain the baseline results of the Godwins study.

As stated above, under the NERA assumptions,
sector 2 in the Godwins macroeconomic model should correspond to the set of
regulated firms in the United States that offer OPEBs covered by SFAS 106.
Clearly, the employment in these firms accounts for less than 32% of private
sector employment, which is the share of private sector employees who work for
firms that offer OPEBs covered by SFAS 106. We do not know exactly how much
smaller than 32%, so we try various values. Specifically, we run the baseline
calculations of the Godwins model except that we allow the share of private
sector employment in sector 2 to be a fraction y of 32%, where y = 0.25, 0.50,
0.75, and 1.0. Thus, we let the share of private sector employment in sector 2
be 8%, 16%, 24%, and 328. Of course, using a value of 32% is identical to the

baseline calculations in the Godwins report.

The results of both of the above sets of illustrative calculations are shown in
Exhibit 1 on the next page.




EXHIBIT 1

Results of Illustrative Calculations

direct impact share of
of SFAS 106 on private
labor costs employment
in sector 2 in sector 2 (a) (b) (¢)
" Godwins
baseline: 3.00% 0.32 0.7 & 14.5 % 84.8 %
Part I:
0.75% 0.32 0.04% 3.77% 96.19%
1.50% 0.32 0.17% 7.44% 92.38%
2.25% 0.32 0.39% 11.03% - 88.58%
Part II:
3.0% 0.24 0.57% 10.88% 88.55%
3.0% 0.16 0.42% 7.24% 92.34%
3.0% 0.08 0.23% 3.61% 96.16%

percentage of additional SFAS 106 costs:
(a) reflected in GNP-PI

(b) financed by potential wage reduction and other macroeconomic adjustments

(c) to be met from other sources

Values of other paramsters (same as basaline values used in the original Godwins study):
price elasticity of demand = 1.5

share of labor cost in total cost, sector 1 = 0.64

share of labor cost in total cost, sector 2 = 0.64

labor supply elasticity = 0.0
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SECTION II

DETERMINATION OF RANGE OF VALUES FOR INPUT PARAMETERS

dmle o
iac
serve as input to our macroeconomic model, and determine a basis for the expanded
sensitivity analysis. The results of this analysis are described in Section III

L. Increase in Labor Costs Due to SFAS 106

The most important input to the macroeconomic model is the impact of SFAS 106 on
labor costs in the sector of the economy that provides post-retirement benefits
(sector 2). In our original report we determined this wvalue to be 3.18%. As
discussed in the report, the derivation of this value required us to make certain
estimates and assumptions of both a demographic and economic nature. Our
approach in making those estimates was to try to be as accurate as possible when
there was sufficient data to make an informed estimate, but to be conservative
{(i.e. overstate the impact of SFAS 106) when only limited information was
available. We believe that this approach has resulted in a value which is, if
anything, higher than the actual impact that SFAS 106 will have on sector 2 and

hence on GNP-PI.

In spite of the above, there is no doubt that a range of possible values exists
within which the true impact of SFAS 106 will lie. In our original report we
prepared a sensitivity analysis that encompassed a range from 2% to 5%. That
range was based on only limited quantitative analysis, but it was our opinion
that the range was more than sufficient to account for amy uncertainty in our
baseline determination. We have now taken a closer look at that analysis and
concluded that a more precisely determined range of possible values runs from
2.13% to 4.47%. Furthermore, we have looked again at the development of our
baseline value, and concluded that if we had taken a "best estimate" approach on
all assumptions and estimates, we would have estimated that the impact of SFAS
106 on the labor costs in sector 2 would have been 2.54%, rather than 3.18%. The
remainder of this section describes how each of the end points of the range, as
well as the "best estimate” value, were determined.

As noted on page 38 of our original report, the baseline value of the direct
impact of SFAS 106 on sector 2 was determined by taking the impact on TELCO’s
labor costs (6.3%) and multiplying this value by adjustment factors (3), (4),
(5), (6) and (8), described on pages 8 and 9 of the original report. These
factors are as follows:

(3) BLI Ratio = .5850

(4) Demographic Adjustment = 5438

(5) Currenr Retires Adjustment = 9287

(6) Pre-Funding Adjustment = 1.313

(8) Per Unit Labor Cost Adjustment = 1.3062

6.3% x .5850 x .5438 x .9287 x 1.313 x 1.3062 ~ 3.18%
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It is clear from what is shown above that the range of possible variation around
the 3.18% baseline value can be determined by looking at what value results, when
each of the adjustments is determined by using either the most comservative or
the least conservative possible assumptions. We have determined these extreme
values for each of the five relevant adjustments, as well as noting where a "best
estimate” value would differ from the baseline values shown in our report.

BLI Ratio - In calculating GNP BLI and TELCO BLI, and therefore the BLI ratio,
there were two areas of uncertainty. With respect to the calculation of GNP BLI
we utilized average BLIs by industry, and then utilized industry weightings
derived from the GAO survey, to derive a final GNP BLI. We believe that this is
the most accurate approach. The only other reasonable alternative approach would
have been to utilize an aggregate employee weighted average based on our data
base. As it happens this approach is slightly more conservative, and results in
a BLI ratio of .5952. This can be viewed as the most conservative possible value
for this factor, because the other area of uncertainty was with respect to the
calculation of TELCO BLI, and there we took the most conservative approach rather
than try to make a "best estimate”. Specifically, in deciding how to weight the
various plans sponsored by each Price Cap LEC, we decided to weight them based
on employee counts. We believe this was a conservative approach because our GNP
data base maintained only one set of plan provisions for each employer. If we
had taken a best estimate approach and assumed that, where an employer had more
than one plan, it was the more generous plan which was reported in the data base,
then it would have been appropriate to utilize gnly the more generous plans in
calculating the TELCO BLI. If we had taken this approach, the BLI ratio would
have become .5478. Thus, with respect to the BLI ratio we find the following:

BLI Ratio (used in study) .5850
BLI Ratio (most conservative) .5952
BLI Ratio (best estimate) .5478
BLI Ratio (least conservative) .5478

Demographic Adjustment - We adjusted for the fact that TELCO will utilize lower
rates of turnover and higher retirement rates at earlier ages than those used by
other employers in determining SFAS 106 costs. We also included in this
adjustment the basic demographic differences in current age and service between
the TELCO population and the economy as a whole. As noted in the report, our
approach to the turnover rates was a best estimate approach, for which there was
solid evidencs. (TELCO's demographics are themselves the result of lower
turnover rates actually experienced by TELCO). A more conservative, but only
marginally reasonsble, approach would be to assume the same withdrawal patterns
for both TELCO and GNP. There is no comparable benchmark to utilize as a least

conservative approach.




The adjustment due to age and past service differences is also a best estimate
approach, in that it relies on demographic data provided by the separate Price
Cap LECs, averaged into a single composite TELCO census, having an average age
of 41.6 with average past service of 16.6 years. Recognizing that arithmetic
averages are not the same as plan weighted averages, we could have taken a more
conservative approach and assumed that the TELCO population was actually one year
younger and had one year less past service. This cone year change is more than
sufficient to take account of any differences between arithmetic and plan
weighted averages. Obviously, the plan weighted average age and service for
TELCO might be higher than 41.6 and 16.6, so a least conservative estimate would
be to utilize 42.6 and 17.6 for TELCO's average age and service.

A degree of uncertainty is also present in our adjustment due to earlier
retirement among TELCO employees. This uncertainty arises in the determination
of a national average retirement age assumption. We believe our use of age 63
was a conservative assumption in cthat the limited data on the subject
( Vol. 28, No. 4) seems to indicate a national average retirsment
age between 63.5 and 64. Furthermore, if, as expected, employers in the GNP tend
to be aggressive (i.e., optimistic) in setting assumptions for accruing post-
retirement liability, a less conservative and, in fact, best estimate approach
would be to utilize an age 64 assumption.

Based on the above considerations we would then derive the following possible
values for the Demographic Adjustment:

Demographic Adjustment (used in study) =« .5438
(GNP retirement = 63)
{TELCO turnover < GNP turnover)
(Age = 41.6 Service = 16.6)

Demographic Adjustment (most conservative) = 7522
(GNP retirement = 63)
(TELCO turnover = GNP turnover)
(Age = 40.6 Service = 15.6)

Demographic Adjustment (best estimate) = .4936
(GNP retirsment = 64)
(TELCO turnover < GNP turnovar)
(Age = 41.6 Service = 16.6)

Demographic Adjustment (least conservative) = 4706
(GNP retirement = 64)
(TELCO turnover < GNP turnover)
(Age = 42.6 Service = 17.6)

Current Retiree Adjustment - The calculation of this adjustment was predicated
on an average claim rate per ratiree for the GNP of $1,802 and a ratio of
retirees to covered actives of .1726. The claim rate was derived by taking the
1990 rate of $1,514, as reported in the Hewitt Associates Survey of Retiree
Medical Benefits, and increasing it by 19% for medical trend inflation. This 19%
is comsistent with the results of Godwins Inc.’s annual survey of insurance
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carrier trend rates. The ratio of retirees to covered actives was derived from
the GAO study. While these represent "best estimates”, both parameters could
vary in either direction. We have therefore calculated a more conservative
value, assuming national per retiree costs increased 25% to $1,892, and that the
actual ratio of retirees to actives has increased to .2 (from .1726); and a less
conservative value, assuming national per retiree costs increased 13% between
1990 and 1991, and that the ratio of covered retirees to actives decreased to

.15,

Also inherent in this Adjustment is the assumption that the demography of the
current TELCO retirees is identical to that of the GNP retirees. In fact, this
is likely to be a somewhat conservative assumption because TELCO employees
generally retire at younger ages than the national average, and thus the
liabilities for TELCO will tend to be higher on this account than for the
retirees in the national economy. A better assumption would therefore be to
assume that retirees at TELCO were somewhat younger than those in the GNP, and
hence generated a SFAS 106 cost per $1 of retiree claim cost that was 5% more
than that for the GNP. A most conservative approach would be to assume that
TELCO retirees are somewhat older and generated 10% less SFAS 106 cost per $1 of
retiree claims, and a least conservative approach would assume 20% greater SFAS
106 cost per $1 of retiree claims than the GNP. When combined with the range of
BLI ratios and Demographic Adjustments previously determined, this then results
in the following values for the Current Retiree Adjustment:!

Current Retiree Adjustment (used in study) = .9287
(Trend = 19%)
(Retiree/active = .1726)
(TELCO retirees = GNP retireess)

Current Retiree Adjustment (most conservative) = .9232
(Trend = 25%)
(Retiree/active = .2)
(TELCO retirees older then GNP)

Current Retiree Adjustment (best estimate) = .9455
(Trend = 19%)
(Retiree/active = .1726)
(TELCO retirees younger than GNP)

Current Retiree Adjustment (least conservative) = .9076
{Trend = 13%)
(Retiree/active = .15)
(TELCO retirees much younger than GNP)

l Note that the development of the range of estimates for this adjustment is not independent of previously
developed ranges. Thus some of the values for this adjustment may appear "out of order”.




Pre-Funding Adjustment - This adjustment looked at the effect of TELCO's existing
pre-funding of post-retirement medical benefits as compared with no pre-funding.
By doing this we made the most conservative assumption possible, i.e., that there
is no pre-funding in the GNP. We have now recalculated this adjustment, making
the more reasonable assumption that there is pre-funding in the GNP to the extent
that assets equal to one year’'s claims have accumulated, and that annual
contributions to such funds amount to claims plus 10%. We have also made the
same calculation under the less conservative assumption of two years' claims
accumulated and additional contributions of 20% of claims.

As a result we now have the following values:

Pre-funding Adjustment (used in study) = 1.313
Pre-funding Adjustment (most conservative) = 1.313
Pre-funding Adjustment (best estimate) = 1.205
Pre-funding Adjustment (least conservative) = 1.106

Per Unit Labor Cost Adjustment - In calculating Per Unit Labor Cost Adjustment,
allocated compensation and headcount were used. No sensitivity analysis was
performed on this Adjustment because of the validity of the data used and the
straightforward nature of the calculation. Therefore for purposes of this

analysis:

Per Unit Labor Cost Adjustment (used in study) = 1.3062
Per Unit Labor Cost Adjustment (most conservative) = 1.3062
Per Unit Labor Cost Adjustment (best estimate) = 1.3062
Per Unit Labor Cost Adjustment (least conservative) = 1.3062

Input to ths Macrosconomic Model - Combining the rasults of the analysis
described above, we find that the range of possible values for the increase in
labor costs for the sector of the economy that provides post-retirement benefits
encompasses the following values:

Baseline (used in study) = 6.3% x .5850 x .5438 x .9287 x 1.313 x 1.3062 = 3.18%

Most Conservative = 6.38 x .5952 x .7522 x .9232 x 1.313 x 1.3062 = 4.47%
Best Estimate = 6.38 x .5478 x .4936 x .9455 x 1.205 x 1.3062 = 2.54%
Least Conservative = 6.38 x .5478 x .4706 x .9076 x 1.106 x 1.3062 = 2.13%

2. Qther Parameters

In addition to the direct impact of SFAS 106 on labor costs in sector 2, the
macroeconomic model uses input values for five other paranmeters. For the
sensitivity analysis of each of these five parameters, we use the same values as
in the original Godwins Report, as discussed below. However, the current
sensitivity analysis is much more extensive than in the original report.
Specifically, the current sensitivity analysis examines all possible combinations
of the parameter input values.

-10-
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Two of the parameters are production function parameters: the share of labor
cost in total cost for sector 1, and the share of labor cost in total cost for
sector 2. The baseline value of each of these parameters was chosen to be 0.64,
which matches the share of labor cost in total cost for the economy as a whole.®
For the economy as a whole, the share of labor cost in total cost is remarkably
constant over time., Nevertheless, the sensitivity analysis explored the effects
of rather large variations in the share of labor cost in total cost for
individual sectors. The range of variation was chosen to be symmetric around
0.64 and to allow the share of labor cost in total cost to be as low as 0.50 for
each sector. Thus, including the baseline value, the three values used for this
parameter in each sector are 0.50, 0.64, and 0.78.°

One of the input parameters is the share of labor employed in sector 2 (the
sector which provides OPEBs subject to SFAS 106). The GAQO survey cited in the
original Godwins Report indicated that 30.7 million out of 95.8 million (32.0%
of 95.8 million) private sector employees are eligible to receive post-retirement
health benefits subject to SFAS 106. Thus, the baseline value for this parameter
was chosen to be 0.32. The GAO calculated that due to possible sampling error
there was a 5% probability that the figure of 30.7 million could be either higher
than 37.5 million (39.1% of 95.8 million) or lower than 23.9 million (24.9% of
95.8 million). Thus, including the baseline value, the three values used for
this parameter are: 0.24, 0.32, and 0.40.

2 Labor income is computed as total compensation of employees plus two-thirds of total proprietors' income
with inveatory valustion and capital consumption adjustment. Using data on these components of labor
income from Table B-22 of the 1993 Ecomomic Report of the President, and data oa GDP and GNP from
Table B-20 of the 1993 Economic Report of the Prevident, we obtain the following results for labor cost as

a share of output:

labor cost 1987 1988 1989 1990 1991
as & share of GDP: 64.0% 64.0% 63.5% 64.0% 64.0%
as a share of GNP: 63.9% 639% 63.3% 63.83% 63.3%

3 As expisined in soms detail on page 17, the share of labor cost in total cost in the overall economy will not
equal 0.64 (sxcept for coincidence) when the share of labor cost in total cost takes on a value other than 0.64
in one or both sectors. Exhibit 3 reports the results of sensitivity analyses that vary the share of labor cost
in total cost in each sector while maintaining an overall share of labor cost in total cost equal to 0.64.
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Ancther input parameter is the price elasticity of demand for goods in each
sector. Estimates of price elasticities of demand for various goods typically
find elasticities to be about 1.0 or smaller,* and had we adopted a best estimate
approach this is the value we would have used. Furthermore, broader categories
of goods tend to have smaller price elasticities than do narrower categories of
goods. The two categories of goods used in the macroeconomic model are extremely
broad: one category accounts for about 2/3 of private sector output and the
other category accounts for about 1/3 of private sector output. The price
elasticities of demand for these two categories of goods are almost surely less
than 1.0. Nevertheless, to guard against the possibility of understating the
effect on GNP-PI of the introduction of SFAS 106, we purposely used values of the
price elasticity of demand that are almost surely too high. Specifically, the
baseline calculation uses a value of 1.5 for the price elasticity of demand. 1In
addition to this baseline value, the sensitivity analysis considers a price
elasticity of demand of 2.0. This value is too high to be plausible and its
inclusion in the sensitivity analysis should be regarded simply as an exercise
to show the sensitivity of the model's results to changes in the price elasticity

of demand.

Finally, the model uses an input value for the wage elasticity of labor supply.
The appropriate concept to be used here is a long-run labor supply elasticity
rather than a short-run labor supply elasticity. The long-run elasticity

is appropriate because the introduction of SFAS 106 represents a permanent change
in the cost of labor for firms offering post-retirement health benefits covered
by SFAS 106. Furthermore, the model is set up to focus on the long-run
equilibrium after all adjustments have taken place. The importance of the
distinction between long-run and short-run labor supply elasticities is that
long-run labor supply elasticities tend to be smaller than short-run labor supply
elasticities. Indeed, the long-run labor supply elasticity is probably even
slightly negative. However, to guard against understating the impact on GNP-PI
of the introduction of SFAS 106, the baseline calculation uses a value of 0.0 for
the labor supply elasticity, which probably slightly overstates the true value
of this elasticity. The sensitivity analysis explores the influence of this
parameter on the model'’s results by examining labor supply elasticities of 0.1,
0.2, and 0.3 in addition to the baseline value of 0.0.

4 Ses, for example, Micheel Parkin, Econgmics, Addison Weslsy Publishing, 1993, Second Edition. Table
5.3 on page 109 lists price elasticities of demand for 20 industries in the United Ststes. The elasticities range
from 0.32 for coal to 1.52 for metals. Twelve of the elasticities are smaller than 1.0 and eight are larger

than 1.0. The medisn price elasticity in the table is 0.9.
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The table below summarizes the different values of each of the six input
parameters to the macroeconomic model:

Range of Values Best Estimate
for Semsitivity Analysis __ Values _
Direct impact of SFAS 106

on labor cost in sector 2: 2.0%, 3.0%, 4.5% 2.5%
Labor share in total cost, sector 1:° 0.50, 0.64, 0.78 0.64
Labor share in total cost, sector 2:* 0.50, 0.64, 0.78 0.64
Fraction of labor employed in sector 2: 0.24, 0.32, 0.40 0.32
Price elasticity of demand: 1.5, 3.0 1.0
Labor supply elasticity: 0.0, 0.1, 0.2, 0.3 0.0

The total number of possible combinations of parameter values in the sensitivity
analysis is found by multiplying the number of values of each parameter. This
multiplication (3 x 3 x 3 x 3 x 2 x 4) yields 648 combinations of values. The
current sensitivity analysis examines gll of these combinations.

5 See Footnote 3 on page 11.
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SECTION III

SUMMARY OF THE RESULTS OF SENSITIVITY ANALYSIS

The purpose of this section is to describe the results obtained when the "best
estimate" parameters, as well as the remainder of the 648 combinations of
parameter values described in the previous Section, are input to cthe
macroeconomic model.

Best Estimace Results

When the best estimate values are input to the macroeconomic model, we find that
only 0.3% of the increase in the LECs’' costs due to SFAS 106 are recovered
through the GNP-PI, while an additional 12.3% wmight be recovered through
additional macroeconomic effects. Thus, under this scenario 87.3% of the
increase remains unrecovered. This compares with our prior baseline result of
84.8% of the cost increase being unrecovered.

Results of Comprehensive Sensitivity Analvsis

As noted earlier, we input all 648 combinations of parameter values into our
macroeconomic model and tabulated the results. These results are enumerated in
Exhibit 2, which begins on page 19 of this Sectien.

One new technical issue arose during the sensitivity analysis, when we varied the
share of labor cost in total cost in sectors 1 and 2. When the share of labor
cost in total cost is different in sector 1 than in sector 2, the equilibrium
rental cost of capital in the model (the variable "r* in equation (Al9) in
Appendix C of the Godwins Report) changes. If the rental cost of capital
decreases, then the LECs benefit from this decrease just as they benefit from the
reduction in the equilibrium wage rate. However, if the rental cost of capital
increases, then this increase in rental cost tends to offset the benefit to the
LECs of the reduction in the wage rate. In some cases, the effect of the change
in the rental cost can more than offset the reduction in the wage rate, thus
leading to a negative value reported in column (B) [percentage of TELCO's
additional SFAS 106 costs financed by potential reduction in relative wage and
other macroeconomic effects]}. This consideration of the effect of the rental
cost did not arise in the discussion of the baseline calculation because both
sectors had the same share of labor cost in total cost, and thus the rental cost
of capital did not change in the baseline calculation.

Discussion of Extreme Values

In the sensitivity analysis reported in Appendix C of the July 1992 Supplemental
Report, the lowest value for the share of additional SFAS 106 costs to be met
from other sources was 60.1%. In the current sensitivity analysis which examines
all 648 combinations of parameter values, some of the combinations of parameter
values lead to values below 60.1% for the share of additional SFAS 106 costs to
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be met from other sources. Below we explain why some of the combinations of
parameter values lead to values below 60.1% and why these low values should be
completely ignored.

Question 1: Why do some combinations of parameter values in the current
sensicivity analysis lead to a result lower than 60.1%?

As stated in the July 1992 Supplemental Report, there are 648 combinations of
parameter values. At the time of writing that report, we did not have the
program available to analyze all of these combinations in an expeditious manner,
so we had to choose a subset of those combinations to examine. Our choice of
parameter values was guided by looking at the effects of changing one parameter
at a time. As stated in the July 1992 Supplemental Report (p. 31), “Four of the
parameters were each set at the value that led to the largest increase in GNP-PI
when the parameters were varied one at a time. (Price elasticity of demand =
3.0; share of labor costs in total cost, sector 1 = (0.78; share of labor costs
in total cost, sector 2 = 0.78; initial fraction of labor force employed in
sector 2 = 0.4.)" We then examined all possible combinations of the remaining
two parameters (four values of the labor supply elasticity, and three values of
the direct impact of SFAS 106 on labor costs in sector 2). As it turned out,
among these 12 combinations, the lowest value of the percentage of additional
SFAS 106 casts to be met from other sources (60.1% in column (C)) was obtained
when the labor supply elasticity and the direct impact of SFAS 106 on labor costs
in sector 2 were each set at the values that led to the largest increase in GNP-
PI when the parameters wers varied one at a time (labor supply elasticity = 0.3,
and direct impact of SFAS 106 on labor costs in sector 2 = 5%).

Subsequent to the completion of the July 1992 Supplemantal Report, we developed
a computer program to examine several hundred parameter combinations
expeditiously. We used this program to examine all 648 combinations of
parameters in the original Godwins report and in the July 1992 Supplemental
Report. This analysis revealed that the combination of parameters leading to
60.1% for column (C) is indeed the combination of parameter values that produces
the largest effect on GNP-PI [reported in column (A)]. Specifically, that
combination of parameter values produced a value of 26.0% for the percentage of
incremental SFAS 106 costs reflected in GNP-PI [column (A)], and this value of
26.0% was the highest value among all 648 combinations. However, as it turned
out, the combination of parameter values that yields the highest value in column
(A) does not locate the combination that yields the lowest value in column (C).
The reason is that column (C) is calculated as:

column (C) = 100% - column (A) - column (B)
where column (B) is the percentage of additional SFAS 106 costs financed by a

potential reduction in the wage rate and other macroeconomic effects (including
any change in the rental cost of capital).
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The smallest value in column (C) corresponds to the highest value of [column (A)
+ column (B)]. As it turned out, the sensitivity analysis in the July 1992
Supplemental Report successfully located the highest value of column (A) among
all 648 combinations but did not locate the highest value of {column (A) + column
(B)]. Specifically, the earlier sensitivity analysis did not include some
combinations of parameter values that lead to a relatively large reduction in the
wage rate and/or the rental cost of capital, thereby leading to relatively large
values of column (B).

To sum up, because the sensitivity analysis in the July 1992 Supplemental Report
did not examine all 648 combinations of parameter values, it did not locate the
lowest value of (C). The current sensitivity analysis examines all 648
combinations of parameter values.

Question 2: Why should we completsly ignore thoss combinations of parameter
values that lead to values smaller than 60.1% for the percentage of additional

SFAS 106 costs to be met from other sources [column (C)1?

The current sensitivity analysis examines a complete set of 648 combinations of
parameter values. Ten of these combinations lead to values in column (C) smaller
than 60.1%. All ten of these parameter combinations have the following
characteristics:

1. The price elasticity of demand is 3.0. As discussed on page 12,
the price elasticities of demand for sectors 1 and 2 are almost
surely less than 1.0. A value of 1.5 for the price elasticity of
demand was used in the baseline calculation to guard against
understating the impact of SFAS 106 on GNP-PI. The value of 3.0
used in the sensitivity analysis is too high to be plausible, and
we recommend ignoring calculations that use a value of 3.0 for
the price elasticity of demand.

2. The direct impact of SFAS 106 on labor costs in sector 2 is 4.5%,
which is an upper bound on the true value of this parameter
according to the sensitivity analysis of the actuarial study. In
fact, this value is well beyond both the best estimate of 2.5%
and the more conservative baseline value of 3.0%.

3. The share of labor cost in total cost is 0.78 in sector 1 and
less than 0.78 (either 0.64 or 0.50) in sector 2 (the sector that
provides OPEBg subject to SFAS 106). However, we are very
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confident that for the economy as a whole the share of labor cost in
total cost is 0.64.° When the share of labor cost in total cost is set
equal to 0.64 in both sectors, then the overall share of labor cost in
total cost is 0.64, which matches the actual data. But when the share
of labor cost in total cost is not set equal to 0.64 in both sectors,
the overall share of labor cost in total cost does not equal 0.64,
except by coincidence.

Additional Sensitivity Analysis

Having noted that the share of labor cost in total cost is 0.64 in the U.S.
economy (comment #3 directly above), we performed an additional sensitivity
analysis that takes account of this fact. In the model, the overall share of
labor cost in total cost depends on the share of labor cost in total cost in each
sector, as well as on the share of employment in sector 2 (the sector that
provides OPEBs subject to SFAS 106). Rather than allowing the share of labor
cost in total cost in sector 1, the share of labor cost in total cost in sector
2, and the share of employment in sector 2 to be varied independently of each
other, the additional sensitivity analysis requires that these three parameters
be varied in a way such that the share of labor cost in total cost for the whole
economy is 0.64. Specifically, the share of labor cost in total cost in sector
2 is allowed to take on the values 0.5, 0.64 and 0.78; and the share of
employment in sector 2 is allowed to take on the values 0.24, 0.32 and 0.40. For
each of these combinations of parameter values, the share of labor cost in total
cost in sector 1 is chosen so that in the overall economy the share of labor cost
in total cost {s 0.64. This additional sensitivity analysis has 216 combinations
of parameter values (there are only 1/3 as many combinations because the share
of labor cost in total cost in sector 1 is no longer varied independently of the
share of labor cost in total cost in sector 2 and the share of employment in
sector 2). The results of thess runs are shown in Exhibit 3, beginning on page

34,

In this new sensitivity analysis, there were four (4) combinations of parameter
values for which the percentage of additional SFAS 106 costs to be met from other
sources [column (C)] is less than 60.1%. All four (4) of these parameter
combinations have the following characteristics:

1. The price elasticity of demand equals 3.0. As explained above,
this valus of the price elasticity of demand is just too high to
be beliaved, and we should ignore these combinations of parameter

values.

6 See Footnote 2 on page 11.
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2. The direct impact of SFAS 106 on labor costs in sector 2 is 4.5%,
which is an upper bound on the true value of this parameter
according to the sensitivity analysis of the actuarial study. As
noted earlier this value is much higher than either the best
estimate value or the conservative baseline value used in the
original study.

3. The share of employment in sector 2 is 0.4. According to the GAO
study cited in the original Godwins study, the probability is
greater than 97.5% that the true value of this parameter is less
than 0.4.

In summary, many of the combinations of parameters, including all of the
combinations that yield less than 60.1% in column (C), are simply not worthy of
consideration.

USTA
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EXHIBIT 2

Inpucts:
(1) Percentage increase in Labor Cost in Sector of Economy
Subject to SFAS 106
(2) Share of Employment in Sector Subject to SFAS 106
(3) Labor Cost as a Share of Total Cost in Sector Subject to SFAS 106
(4) Laber Cost as a Share of Total Cost in Sector Not Subject to SFAS 106
{(5) Labor Supply Elasticity for U.S. Economy
(6) Price Elasticity of Demand in each Sector

Results:
Percentage of Telco's Additional SFAS 106 Costs -
(A) Reflected in GNP-PI
(B) Financed by Potential Reductions in National Average Wage Rate
and Other Macroeconomic Effects
(C) To be Met by Other Sources

(1) (2) (3) (4) (3) (6) (A) (B) (C)
Labor Cost % of Increm. SFAS 106 Costs
] as % Total Cost = ~ecececccecccscecccncacaauan
% Chg. Empl. --vecvcev-cvnens Labor Price Reflected OQther To be mec
Labor Subj to Subj to Net Supply Elast. in Macroecon. by Other

Cost FAS 106 FAS 106 Subj Elast. Demand GNP-PI  Effects Sources

2% 248 50% S08 0 1.5 0.2% 7.4% 92.48
2% 24% S0s 50¢ 0.1 1.5 1.3% 6.4% 92.3%
2% 248 508 50 0.2 1.5 2.3% 3.5% 92.2%
2% 245 50% 508 0.3 1.5 3.2% 4.7% 92.1s
2% 24% 50s 50% 0 3 0.3% 7.3% 92.4%
2% 24% 50% S0% 0.1 3 1.4% 6.3% 92.3%
2% 24% 50% 508 0.2 3 2.4% 5.4% 92.2%
2% 248 50% 50% 0.3 3 3.3 4.6% 92.1%
2% 24% 50% 64% 0 1.5 0.2% 7.9% 91.8%
2% 2458 50% 648 Q.1 1.5 1.5% 6.9% 91.6%
2% 248 50% 64% 0.2 1.5 2.7% 6.0% 91.3%
2% 24% 50s 64% 0.3 1.5 3.8 5.1% 91.1%
2% 24% 50% 64s 0 3 0.4% 9.4% 90.2%
2% 24% 508 648 0.1 3 1.4% 8.6% 90.0%
2% 24% 50% 643 0.2 3 2.4% 7.8% 89.8%
2% 24y 508 64% 0.3 3 3.3% 7.1% 89.6%
2% 248 50% 78% 0 1.5 0.3% 9.3% 90.4%
2% 248 508 78% 0.1 1.5 1.7% 8.3z 90.1%
2% 24% 50% 78% 0.2 1.5 3.0% 7.3% 89.7%
2% 24% 50% 78% 0.3 1.5 4.2% 6.4% 89.4%
2% 24% 50% 78% 0 3 0.4% 14.2% 85.4%
2% 24% 50% 78% 0.1 3 1.4% 13.4% 85.2%
2% 24% S0% 78% 0.2 3 2.3% 12.7% 85.0%
2% 24% 50% 78% 0.3 3 3.2% 12.0% 84.8%
2% 24% 64% 50% 0 1.5 0.2% 7. 1% 92.7%
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(1) (2) (3) (4) 3) 6y (a) (B) (<)

Labor Cost % of Increm. SFAS 106 Costs
% as % Total Cost = eeeeeeeeeciiccaeccanecnaana
¥ Chg. Empl. -------cc--n--- Labor Price Reflected OQther To be met
Labor Subj to Subj to Not Supply Elast. in Macroecon. by Other
Cost FAS 106 FAS 106 Subj Elast. Demand GNP-PI Effects Sources
2% 24% 64% 50% 0.1 1.5 1.4% 6.0% 92.5%
2% 24% 64% 50% 0.2 1.5 2.6% 5.0% 92.4%
2% 24% 64% S0% 0.3 1.5 3.6% 4.1l% 92.2%
2% 24% 64% S0% 0 3 0.4% 6.0% 93.6%
2% 24% 64% S0% 0.1 3 1.8% 4.8% 93.4%
2% 24% 64% S0% 0.2 3 3.1% 3.7% 93.2%
2% 24% 64% 50% 0.3 3 4.3% 2.6% 93.1%
2% 24% 64% 64% 0 1.5 0.3% 7.4% 92.4%
2% 24% 64% 64% 0.1 1.5 1.7% 6.3% 92.0%
2% 24% 64% 64% 0.2 1.5 3.1% 5.3% 91.7%
2% 24% 64% 64% 0.3 1.5 4.3% 4.3% 51.4%
2% 24% 64% 64% 0 3 0.5% 7.2% 92.3%
2% 24% 64% 64% 0.1 3 1.9% 6.1% 92.0%
2% 24% 64% 64% 0.2 3 3.2% 5.1% 91.6%
2% 248 64% 64% 0.3 3 4.5% 4.2% 91.3%
2% 24% 64% 78% 0 1.5 0.3% 8.8% 90.9%
2% 24y 64% 78% 0.1 1.5 1.9% 7.7% 50.4%
2% 24% 64% 78% 0.2 1.5 3.4% 6.6% 90.0%
2% 24% 64% 78% 0.3 1.5 4.9% 5.6% 89.5%
2% 24% 64% 78% Q 3 0.5% 12.7% 86.8%
2% 24% 64% 78% 0.1 3 1.9% 11.7% 86.4%
2% 24% 64% 78% 0.2 3 3.1 10.8% 86.0%
2% 24% 64% 78% 0.3 3 4.4% 10.0% 85.7%
2% 24% 78% 50% 0 1.5 0.2% 6.6% 93.1%
2% 248 78% 50s 0.1 1.5 1.6% 5.5% 92.9%
2% 248 78% 50% 0.2 1.5 2.8% 4.4% 92.7%
2% 24% 78% 50% 0.3 1.5 4.0% 3.5% 92.5%
2% 24% 78% 50% 0 3 0.4% 4.5% 95.1%
2% 24% 78% 50% 0.1 3 2.1% 3.0% 94 .9%
2% 24% 78% 50% 0.2 3 3.7% 1.7% 94.6%
2% 24% 78% 508 0.3 3 5.1% 0.4% 94 .4%
2% 24% 78% 64% 0 1.5 0.3% 6.5% 93.2%
2% 24% 78% 64% 0.1 1.5 1.9% 5.3% 92.8%
2% 24% 78% 648 0.2 1.5 3.4% 4.2% 92.4%
2% 249 78% 64% 0.3 1.5 4.8% 3.2% 92.0%
2% 24% 78% 648 0 3 0.5% 3.7% 95.7%
2% 248 78% 6448 0.1 3 2.4% 2.4% 95.3%
2% 24% 78% 648 0.2 3 4.1% 1.1% 94 .8%
2% 24% 78% 64% 0.3 3 5.7% -0.1s 94 .4%
2% 24% 78% 78% 0 1.5 0.4% 7.3% 92.3%
2% 24% 78% 78% 0.1 1.5 2.1% 6.2% 91.7%
2% 24% 78% 78% 0.2 1.5 3.9% 5.0% 91.1%
2% 24% 78% 78% 0.3 1.5 5.5% 3.9% 90.6%
2% 24% 78% 78% 0 3 0.7% 7.1% 92.2%
2% 24% 78% 78% 0.1 3 2.4% 6.0% g1.6%
2% 24% 78% 78% 0.2 3 4.1% 4.8% 91.0%
2% 24% 78% 78% 0.3 3 5.8% 3.7% 90.5%
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D <2) (3 (4) (3) 6) (A) (B) )

Labor Cost % of Increm. SFAS 106 Costs

¥ as % Total Cost = = seeeeeeeiieiiliicaaaa..
3 Chg. Empl., ----eececanaean Labor Price Reflected Other To be met
Labor Subj to Subj to Not Supply Elast. in Macroecon. by Other

Cost FAS 106 FAS 106 Subj Elast. Demand GNP-PI Effects Sources

me e e e mceae e meme= wwee  eeemee  cesaces smemcer  cmeesew  comemae

2% 32% 50% 50% 0 1.5 0.2% 9.9% 89.9%
2% 32% S0% 50% 0.1 1.5 1.7% 8.6% 89.8%
2% 32% 50% 508 0.2 1.5 3.1% 7.3% 89.6%
2% 32% S0% 50% 0.3 1.5 4.3% 6.2% 89.5%
2% 32% S0% S0% 0 3 0.4% 9.7% 89.9%
2% 32 50% 50% 0.1 3 1.8% 8.4% 89.7%
2% 32% S50% 50% 0.2 3 3.2% 7.2% 89.6%
2% 32 508 50% 0.3 3 4.4% 6.1% 89.5%
2% 32% 50% 64% 0 1.5 0.3% 10.5% 89.3%
2% 32 50% 64% 0.1 1.5 1.9% 9.1% 88.9%
2% 32% S0% 64% 0.2 1.5 3.5% 7.9% 88.6%
23 32% 50% 64% 0.3 1.5 4.9% 6.7% 88.3%
2% 32% 50% 64% 0 3 0.4% 12.1% 87.5%
2% 32% 50% 64% 0.1 3 1.9% 10.9% 87.2%
2% 32% 50% 64% 0.2 3 3.2% 9.8% 87.0s
2% 2% 50% 64% 0.3 3 4.4% 8.8% 86.7%
2% 32% 50s 78% 0 1.5 0.3% 11.8% 87.9%
2% 2% 50% 78% 0.1 1.5 2.1% 10.4% 87.5%
2% 32% 50% 78% 0.2 1.5 3.8% 9.1% 87.0s
2% 328 508 78% 0.3 1.5 5.4% 7.9% 86.6%
2% 328 508 78% Y 3 0.5% 16.6% 82.9%
2% s 508 78s% 0.1 3 1.8% 15.6% 82.6%
2% 32% 50% 78% 0.2 3 3.1% 14.6% 82.4%
2% 32% 50% 78% 0.3 3 4.3% 13.6% 82.1%
2% 32% 84% 50% (v i.5 0.2% 9.5% 90.3%
2% 32 64% 50% 0.1 1.5 1.9% 8.0% 90.0%
2% 32 64% 50% 0.2 1.5 3.5% 6.7% 89.8%
2% 32 648 50% 0.3 1.5 4.9% 5.5% 89.6%
2% 2% 64% 50% 0 3 0.4% 8.1% 91.5%
2% 32 64% 50% 0.1 3 2.3% 6.5% 91.2%
2% 32% 64% 50% 0.2 3 4.1% 5.0% 90.9%
2% 32% 64% 50% 0.3 3 5.7% 3.6% 90.7%
2% 32% 64% 64% 0 1.5 0.3% 9.8% 89.8%
2% 32% 64% 64% 0.1 1.5 2.2% 8.4% 89.4%
2% 2% 64% 648 0.2 1.5 4.0% 7.0% 88.9%
2% 2% 64% 648 0.3 1.5 5.7% 5.8% 88.5%
2% 32% 648 64% 0 3 0.6% 9.7% 83.8%
2% 32% 648 64% 0.1 3 2.5% 8.2% 89.3%
2% 32 64% 64% 0.2 3 4.3% 6.9% 88.9%
2% 32% 64% 64% 0.3 3 5.9% 5.6% 88.5%
2% 32% 64% 78% 0 1.5 0.48% 11.4% 88.3%
2% 32% 64y 78% 0.1 1.5 2.5% 9.9% 87.6%
2% 32% 644 78% 0.2 1.5 4.5% 8.5% 87.0%
2% 32% 64% 78% 0.3 1.5 6.4% 7.2% 86.4%
2% 32% 64% 78% o 3 0.6% 15.6% 83.7%
2% 32% 64% 78% 0.1 3 2.4% 14.4% 83.2%
2% 32% 64% 78% 0.2 3 4.1% 13.1% 82.7%
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I8 (2) (3) (4) (3) (6) (A) (B) (©)

Labor Cost % of Increm. SFAS 106 Costs
% as % Total Cost = e it ciaaa.-

%¥ Chg. Empl. ---c--ececcnnannn Labor Price Reflected Other To be met

Labor Subj to Subj to Not Supply Elast. in Macroecon. by Other
Cost FAS 106 FAS 106 Subj Elast, Demand GNP-PI Effects Sources
2% 32% 64% 78% 0.3 3 5.8% 12.0% 82.2%
2% 32% 78% 50% 0 1.5 0.3% 8.8% 90.9%
2% 32% 78% 50% 0.1 1.5 2.1% 7.3% 90.6%
2% 32% 78% SO% 0.2 1.5 3.8% 5.9% 90.3%
2% 32% 78% SOs 0.3 1.5 5.4% 4. 6% 90.0%
2% 32% 78% 50% 0 3 0.5% 6.0% 93.6%
2% 32% 78% 50% 0.1 3 2.7% 4. 1% 93.2%
2% 32% 78% 50% 6.2 3 4.8% 2.3% 9Z.9%
2% 32% 78% SO0% 0.3 3 6.8% 0.6% 92.6%
2% 32% 78% 64% 0 1.5 0.4% 8.7% 91.0s
2% 2% 78% 64% 0.1 1.5 2.5% 7.1% 90.4%
2% 32% 78% 64% 0.2 1.5 4.5% 5.7% 89.8%
2% 32% 78% 64% 0.3 1.5 6.4% 4.3% 89.3%
2% 32% 78% 64% 0 3 0.6% 5.2% 94 . 1%
23 32% 78% 64% 0.1 3 3.1% 3.4% 93.5%
2% 32% 78% 64% 0.2 3 5.3% 1.8s 92.9%
23 32% 78% 64% 0.3 3 7.5% 0.2% 92.3%
2% 32% 78% 78% 0 1.5 0.4% 9.8% 89.8%
2% 32% 78% 78% g.1 1.5 2.8% 8.2% 89.0%
2% 3Z2% 78% 78% 0.2 1.5 5.1% 6.7% 88.2%
2% 32% 78% 78% 0.3 1.5 7.3% 5.2% 87.5%
2% 32% 78% 78% 0 3 0.8% 9.6% 89.6%
2% 32% 78% 78% 0.1 3 3.2 8.0% 88.9%
2% 32s 78% 78% 0.2 3 5.4% 6.5% 88.1%
2% 32% 78% 78% 8.3 3 7.6% 5.0% 7.4%
2% 408 50% 50% 0 1.5 0.2% 12.4% 87.4%
2% 40% 50% 50% 0.1 1.5 2.1% 10.7% 87.2%
2% 40% S0s S0% 0.2 1.5 3.8% 9.2% 87.0%
2% 40% 50% 50s 0.3 1.5 5.3% 7.8% 86.9%
2% 40% 50% 50% 0 3 0.4% 12.2% 87.4%
2% 40% S50% 50% 0.1 3 2.3y 10.6% 87.2%
2% 40% 50s 50% 0.2 3 3.9% 9.1% 87.0%
2% 40% S0% 50% 0.3 3 5.5% 7.7% 86.8%
2% 40% 50% 64% 0 1.5 0.3% 13.0% 86.8%
2% 40% 50% 64% 0.1 1.5 2.3 11.3% 86.4%
2% 40% 508 64% 0.2 1.5 4.3y 9.7% 86.0%
2% 40% 50% 64% 0.3 1.5 6.0% 8.3% 85.7%
2% 40% 50% 64% 0 3 0.5% 14.6% 85.0%
2% 40% 50% 64% 0.1 3 2.3% 13.1% 84.6%
2% 40% S0%s 64% 0.2 3 3.9% 11.7% 84 .3%
2% 40% 50% 64% 0.3 3 5.5% 10.5% 84.1%
2% 40% 50% 78% 0 1.5 0.3% 14.2% 85.5%
2% 40% 50% 78% 0.1 1.5 2.5% 12.5% 85.0%
2% 40% 50% 78% 0.2 1.5 4.6% 10.9% 84.5%
2% 40% 50% 78% 0.3 1.5 6.5% 9.4% 84.1%
2% 40% 50% 78% 0 3 0.5% 18.7% 80.8%
2% 40% 50% 78% 0.1 3 2.2% 17.3% 80.5%
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(L) (2) (3) (4) {5) (6) (A) (B) (©)

Labor Cost % of Increm. SFAS 106 Costs

) as 8 Total Cost = cececcemieniiisrcanaannaa-

* Chg. Empl. -----v-c-conna- Labor Price Reflected Other To be met

Labor Subj to Subj to Not Supply Elast. in Macroecon, by Other
Cost FAS 106 FAS 106 Subj Elast. Demand GNP-PI Effects Sources
2% 40% 50% 78% 0.2 3 3.8% 16.0% 80.1%
2% 40% 50% 78% 0.3 3 5.3% 14.8% 79.9%
2% 40% 64% S0% 0 1.5 0.3% 11.9% 87.9%
2% 40% 64% 50% 0.1 1.5 2.4% 10.1% 87.5%
2% 40% 64% 50% 0.2 1.5 4.4% 8.4% 87.2%
2% 40% 64% 50% 0.3 1.5 6.2% 6.9% 86.9%
2% 40% 64% S50% 0 3 0.5% 10.2% 89.3%
% 40% 684% 508 0.1 3 2.9% 8.2% 88.9%
2% 40% 64% 50% 0.2 3 5.0% 6.4% 88.6%
2% 40% 64% 50% 0.3 3 7.1% 4.7% 88.2%
2% 40% 64% 64% 0 1.5 0.3% 12.3% 87.3%
2% 40% 64% 64% 0.1 1.5 2.8% 10.5% 86.7%
23 40% 64% 64% 0.2 1.5 5.0% 8.8% 86.2%
2% 40% 64% 64% 0.3 1.5 7.1% 7.2% 85.7%
2% 40% 848 64% 0 3 0.6% 12.1% 87.3%
2% 40% 64% 64% 0.1 3 3.0% 10.3% 86.7%
2% 40% 64% 64% 0.2 3 5.3% 8.6% 86.1%
2% 40% 64% 64% 0.3 3 7.48% 7.0% 85.6%
2% 40% 648 78% 0 1.5 0.48% 13.9% 85.7%
2% 40% 6848 78% 0.1 1.5 3.0% 12.1% 84 .9%
2% 40% 64% 78% 0.2 1.5 5.5% 10.3% 84.2%
2% 408 64% 78% 0.3 1.5 7.8% 8.7% 83.5%
2% 40% 64% 78% 0 3 0.7% 18.2% 81.1%
2% 408 648 78% 0.1 3 3.0% 16.6% 80.48
2% 40% 84% 78% 0.2 3 5.1% 15.1% 79.8%
2% 40% 64% 78% 0.3 3 7.2% 13.6% 79.2%
2% 40% 78% 50% 0 1.5 0.3% 11.1% 88.6%
2% 40% 78% 50% 0.1 1.5 2.7% 9.1% 88.2%
2% 408 78% S0s 0.2 1.5 4.9% 7.4% 87.8%
2% 40% 78% 50% 0.3 1.5 6.9% 5.7% B7.4%
2% 40% 78% 50% 0 k) 0.5% 7.5% 92.0%
2% 40% 78% 50% 0.1 3 3.48 5.1% 91.5%
2% 408 78% 50% 0.2 3 6.0% 2.9% 91.1%
2% 408 78% 50% 0.3 3 8.5% 0.9% 90.6%
2% 408 78% 64% 0 1.5 0.4% 11.0% 88.6%
2% 408 78% 64% 0.1 1.5 3.1% 9.0% 87 .9%
2% 408 78% 64% 0.2 1.5 5.7% 7.2% 87.2%
2% 40% 78% 64y 0.3 1.5 8.1% 5.4% 86.5%
2% 408 78% 64y 0 3 0.7% 6.9% 92.4%
2% 408 78% 64% 0.1 3 3.7s 4.7% g91.6%
2% 40% 78% 644 0.2 3 6.6% 2.6% 90.8%
2% 40 78% 64% 0.3 3 9.3% 0.6% 90.1%
2% 40% 78% 78% 0 1.5 0.5% 12.3% 87.3%
2% 40% 78% 78% 0.1 1.5 3.5% 10.3% 86.2%
2% 40% 78% 78% 0.2 1.5 6.3% 8.4% 85.3%
2% 40% 78% 78% 0.3 1.5 9.1% 6.6% 84 .4%
2% 408 78% 78% 0 3 0.9% 12.0% 87.1%
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RY (2) (3 (4) (3) {6) (a) (B) (C)

Labor Cost % of Increm. SFAS 106 Costs
] as % Total Cost = e e eeaecaeaman.
¥ Chg. Empl. ---v--ce-eoann. Labor Price Reflected Other To be met
Labor Subj to Subj to Not Supply Elast. in Macroecon. by Other
Cost FAS 106 FAS 106 Subj Elast. Demand GNP-PI Effects Sources
2% 40% 78% 78% 0.1 3 3.9% 10.0% 86.1%
2% 40% 78% 78% 0.2 3 6.7% 8.1% 85.2%
2% 40% 78% 78% 0.3 3 9.4% 6.3% 84.2%
3% 24% 50% 50% 0 1.5 0.4% 10.9% 88.7%
s 24% SO% 50% 0.1 1.5 2.1% 9.5% 88.5%
3% 24% 50% 50% 0.2 1.5 3.6% 8.1% 88.3%
3% 24% S0% 50% 0.3 1.5 4.9% 6.9% 88.2%
3% 24% 50% 50% 0 3 0.7% 10.7% 88.6%
3% 24% 50% 50% 0.1 3 2.3% 9.2% 88, 5%
3s 24% 508 S50s 0.2 3 3.8% 7.9% 88.3%
3% 24% 50% 50% 0.3 3 5.2% 6.7% 88.2%
3% 24% 50% 64% 0 1.5 0.5% 11.7% 87.8%
3% 24% 50% 64% 0.1 1.5 2.4% 10.2% 87 .4%
3% 24% 50% 64% 0.2 1.5 4.2% 8.8% 87.0%
3% 24% 50% 64% 0.3 1.5 5.8% 7.5% 86.7%
3% 24% 50% 64% 0 3 0.8% 13.9% 85.3%
3% 24% S0s 64% 0.1 3 2.4% 12.6% 85.0%
3% 24% S0s 64% 0.2 3 3.9% 11.4% 84.7%
K} 24% 50% 648 0.3 3 5.2% 10.3% 84.4%
3% 24% 50% 78% 0 1.5 0.6% 13.8% 85.7%
3 24% 50% 78% 0.1 1.5 2.6% 12.3a 85.1s
3s 24% 50% 78% 0.2 1.5 4.6% 10.8% 84.6%
3% 24% 50% 78% 0.3 1.5 6.5% 9.4% 84.1%
3s 24% 50% 78% 0 3 0.9% 21.0% 78.2%
3 24 SOs 78% 0.1 3 2.3 15.8% 77.8%
3% 248 50% 78% 0.2 3 3.7% 18.8% 77.5%
3% 24% 508 78% 0.3 3 5.0% 17.8% 77.2%
3 24% 64% 508 0 1.5 0.5% 10.4% 89.1%
3% 248 64% 508 0.1 1.5 2.3% 8.9% 88.8%
3% 24% 64% 50% 0.2 1.5 4.0% 7.4% 88.6%
3% 24% 64% 50% 0.3 1.5 5.6% 6.1% 88 .48
3% 24% 64y 50% 0 3 0.8% 8.8% 90.4%
3% 24% 64% 50 0.1 3 2.9% 7.0% 90.1%
3% 24% 64% 50% 0.2 3 4.8% 5.3% 89.9%
3% 24% 64% 50% 0.3 3 6.6% 3.8% 89,618
3% 24% 64% 64% 0 1.5 0.6% 10.9% 88.5%
3s 24% 648 64y 0.1 1.5 2.7% 9.3% 88.0%
3% 24% 64% 64% 0.2 1.5 4.7% 7.7% 87.5%
3% 24y 648 64% 0.3 1.5 6.6% 6.3% 87.1%
3% 24% 64% 64% 0 3 1.1s 10.5% 88.4%
3% 24% 64% 4% 0.1 3 3.2% 8.9% 87.9%
3% 24% 64% 64% 0.2 3 5.2% 7.4% 87.4%
3% 24% 64% 648 0.3 3 7.08 6.0% 87.0%
3% 24% 64% 78% 0 1.5 0.7% 13.0% 86.4%
I% 24% 64% 78% 0.1 1.5 3.1% 11.3% 85.6%
3% 24% 643 78% 0.2 1.5 5.3% 9.7% 84.9%
3% 24% 64% 78% 0.3 1.5 7.5% 8.3% 84.2%
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L) (2) (3 (&) 3 (6) (4) (B) (¢)

Labor Cost ¥ of Increm. SFAS 106 Costs

Y as & Total Cost ..
¥ Chg. Smpl. ------ceve-an-. Labor Price Reflected Other To be met
Labor Subj te Subj to Not Supply Elasc. in Macroecon. by Other

Cost FAS 106 FAS 106 Subj Elasc, Demand GNP-PI  Effects Sources

Ceeme  cemswer cawaewa TTET TTTTTY ssemses | c-eeee cteccen anaaeaa

33 24% 64% 78% 0 3 1.2% 18.6% 80.2%
3% 24% 64% 78% 0.1 3 3.2% 17.2% 79.6%
3% 24% 64% 78% 0.2 3 5.1l% 15.9% 79.0%
3% 24% 64% 78% 0.3 3 6.9% 14.7% 78.5%
3% 24% 78% 50% 0 1.5 0.5% 9.8% 89.7%
3% 24% 78% 50% 0.1 1.5 2.5% 8.1% 89.4%
I 24% 78% 50% 0.2 1.5 4.4y 6.5% 89.1%
s 248 78s S0% 0.3 1.5 6.1% S5.1% 88.3%
3% 24% 78% 50% 0 3 0.9% 6.5% 92.7%
‘3% 24% 78% 50% 0.1 3 3.48 4.3% 92.3%
3% 248 78% 50% 0.2 3 5.7% 2.3% 91.9%
34 24% 78% 50% 0.3 3 7.9% 0.5% 91.6%
3% 24% 78% 64% 0 1.5 0.7% 9.5% 89 .8%
3% 24% 78% 64% 0.1 1.5 3.0% 7.8% 89.2%
1% 24% 78% 64% 0.2 1.5 5.3% 6.1% 88.6%
1% 24% 78% 64% 0.3 1.5 7.4% 4.6% 88.0%
3% 24% 78% 643 0 3 1.2% 5.3% 93.5%
3% 24% 78% 643 0.1 3 3.9% 3.3% 92.8%
33 24% 78% 648 0.2 3 6.4% 1.4% 92.2%
3s 242 78s 64% 8.3 3 8.8% -0.3% 91.5%
3% 24% 78% 78% 0 1.5 0.8s 10.8% 88.4%
3 248 78% 78% 0.1 1.5 3.5% 9.0% 87.5%
3% 24% 78% 78% 0.2 1.5 6.0% 7.32 86.7%
3% 24% 78% 78% 0.3 1.5 8.5% 5.7% 85.8%
3% 24% 78% 78% 0 3 1.5% 10.3 88.2%
3% 24% 78% 78% 0.1 3 4.1% 8.6% 87.3%
3% 24% 78% 78% 0.2 3 6.6% 6.9% 86.4%
3% 24% 78% 78% 0.3 3 9.0% 5.3% 85.6%
3% 32% S0 S0% 0 1.5 0.5% 14.6% 84.9%
3% 32% 50% 50% 0.1 1.5 2.7% 12.6% 84.7%
3% 32% 50% 50% 0.2 1.5 4.7% 10.8% 84.5%
1% 32% 50% S50 0.3 1.5 6.5% 9.2% 84.3%
3% 32% 50% SO0s 0 3 0.8% 14.3% 84.9%
3% 2% 50% 50% 0.1 3 3.0% 12.3% 84 .6%
3% 32% 50% 50% 0.2 3 5.0% 10.6% 84.4%
3% 32% 508 50% 0.3 3 6.8% 8.9% 84.2%
k1 32% 508 64% 0 1.5 0.6% 15.5% 83.9%
3% 32% S0% 64% 0.1 1.5 3.1% 13.5% 83.4%
3% 32% 50% 64% 0.2 1.5 5.4% 11.6% 83.0%
1% 32% S0% 64% 0.3 1.5 7.5% 9.9% 82.6%
3% 32% 50% 64% 0 3 1.0% 17.8% 81.3%
3% 32% 50% 64% 0.1 3 3.1% 16.0% 80.9%
3% 32% 50% 64% 0.2 3 5.1% 14.5% 80.5%
i% 32% 50% 64% 0.3 3 6.9% 13.0% 80.1%
3% 32% 50% 78% 0 1.5 0.7% 17.5% 81.9%
3% 32% 50% 78% 0.1 1.5 3.4% 15.4% 81.2%
3% 32% 50% 78% 0.2 1.5 5.9% 13.5% 80.6%




1) (2) (3) (4) (3) (6) (a) (B) (C)

Labor Cost % of Increm. SFAS 106 Costs
% as % Total Cost = eeeeeee i iieicccaacecaa-
% Chg. Empl. ----<2cececaa-n Labor Price Reflected Other To be met
Labor Subj to Subj ro Not  Supply Elast. in Macroecon. by Other

Cost FAS 106 FAS 106 Subj Elast. Demand GNP-PI  Effects Sources
3% 32% S0% 78% 0.3 1.5 8.3% 11.7% 80.0%
3% 32% 50% 78% 0 3 1.0% 24.6% 74 4%
33 32% 50% 78% 0.1 3 3.0% 23.0% 74.0%
3% 32% 50% 78% 0.2 3 4.9% 21.35% 73.6%
3% 32% S0% 78% 0.3 3 6.7% 20.1% 73.2%
3% 2% 64% 50% 0 1.5 0.6% 14.0% 85.5%
3% 32% 64% 50% 0.1 1.5 3.1s 11.8% 85.1%
3% 32 648 50% 0.2 1.5 5.4% 3.9%% 84.8%
3% 32% 64% 50% 0.3 1.5 7.5% 8.1% 84.4%
3% 2% 64% 50% 0 3 1.0% 11.8% 87.2%
3% 32% 64% 508 0.1 3 3.8% 9.4% 86.8%
3% 32% 64% 50% 0.2 3 6.4% 7.2% 86.4%
3% 32% 64% 50% 0.3 3 8§.7% 5.2% 86.1%
3% 32% 64% 64% 0 1.5 0.7% 14.5% 84.8%
3% 32% 64% 64% 0.1 1.5 3.6% 12.4% 84.1%
3% 32% 64% 64% 0.2 1.5 6.2% 10.4% 83.4%
3% 32% 64% 64% 0.3 1.5 8.8% 8.5% 82.8%
3% 2% 64y 64% 0 3 1.3% 14.1% 84.6%
3% 32% 64% 648 0.1 3 4.1% 12.0% 83.9%
3s 32% 4% 4% 2.2 3 6.7% 10.0% 83.3%
iz 32% 64% 6448 0.3 3 9.2% 8.1s 82.7%
s 32% 64% 78% 0 1.5 0.8% 16.8% 82.4%
3% 32s 64% 78% 0.1 1.5 4.0% 14.6% 81.4%
s 32% 64% 78% 0.2 1.5 6.9% 12.6% 80.5%
3% 32% 64% 78% 0.3 1.5 9.8% 10.6% 79.6%
3% 32% 648 78% 0 3 1.48 23.0% 75.6%
3% 32% 64s 78s 0.1 3 4.1% 21.1% 74.8%
3% 32s 64% 78% 0.2 3 6.6% 19.3% 74.1%
3% 32% 64% 78% 0.3 3 9.0% 17.6% 73.4%
3% 32% 78% 50% 0 1.5 0.6% 13.0% 86.3%
3% 32% 78% 50% 0.1 1.5 3.4% 10.8% 85.9%
3% 2% 78% 50% 0.2 1.5 5.9% 8.7% 85.4%
% 32 78% S0% 0.3 1.5 8.3% 6.7% 85.0%
3% 32% 78% 50% 0 3 1.0% 8.6% 90.3%
3% 32% 78% 50% 0.1 3 4.4% 5.8% 89.8%
3% 32% 78% 50% 0.2 3 7.6% 3.2% 89.3%
3% 32% 78% 50% 0.3 3 10.5% 0.7% 88 .8%
kY 32% 78% 6448 0 1.5 0.8% 12.8% 86.4%
K} 2% 78% 648 0.1 1.5 4.0% 10.5% 85.5%
1% 32% 78% 64% 0.2 1.5 7.0% 8.3% 84.7%
3% 32 78% 648 0.3 1.5 9.9% 6.2% 83.9%
3% 32% 78% 64% 0 3 1.4% 7.5% 91.1%
3% 2% 78% 64% 0.1 3 5.0% 4.8% 90.1%
3% 32% 78% 64% 0.2 3 8.4% 2.3% 89.2%
3% 2% 78% 64% 0.3 3 11.6% -0.0% 88.4%
3% 32% 78% 78% 0 1.5 0.9% 14 . 4% 84.6%
I% 2% 78% 78% 0.1 1.5 4.5% 12.1% 83.4%
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R (2) (3 (4) (5) (6) (A) (B) (C)

Labor Cost % of Increm. SFAS 106 Costs
3 as % Total Cost el
% Chg. Empl., --v-c-eccanaan. Labor Price Reflected Other To be met
Labor Subj to Subj to Not Supply Elast. in Macroecon. by Other
Cost FAS 106 FAS 106 Subj Elasct. Demand GNP-PI Effects Sources
3s 32% 78% 78% 0.2 1.5 7.9% 9.8% 82.3%
3% 32% 78% 78% 0.3 1.5 11.2% 7.7% 81.2%
3% 32% 78% 78% 0 3 1.8% 13.9% 84.3%
3% 32% 78% 78% 0.1 3 5.3% 11.6% 83.1%
3% 32% 78% 78% 0.2 3 8.7% 9.3% 82.0%
3% 32% 78% 78% 0.3 3 11.9% 7.2% 80.9%
3% 40% 50s 50% 0 1.5 0.5% 18.3% 81.2%
3% 408 508 50% .1 1.5 3.3% 15.8% 80.9%
3% 40% 50% 50% 0.2 1.5 5.8% 13.6% 80.6%
3% 40% 50% 50% 0.3 1.5 8.1% 11.5% 80.4%
3% 40% 50% S0% 0 3 0.9% 17.9% 81.1%
3% 40% 50% 50% 0.1 3 3.7% 15.5% 80.8%
3% 40% 50% 50% 0.2 3 6.1% 13.3% 80.6%
3% 40% 50% 50% 0.3 3 8.4% 11.3% 80.3%
3% 40% 50% 64% 0 1.5 0.6% 19.2% 80.2%
3% 40% 50% 64% 0.1 1.5 3.7% 16.7% 79.6%
3% 40% SO 64% 0.2 1.5 6.5% 14 .4% 79.1%
3% 40% 50% 648 0.3 1.5 9.2% 12.2% 78.6%
3% 408 50% 64% 0 3 1l.1s 21.4% 77.5%
3s 40% 50s 64% 0.1 3 3.7% 19.3% 77.0%
3% 40% 50% 64% 0.2 3 6.2% 17.2% 76.6%
3% 40% 50% 64% 0.3 3 8.5% 15.4% 76.2%
3s 40% 50% 78% 0 1.5 0.7% 21.0% 78.3%
3s 40% 50% 78% 0.1 1.5 4.0% 18.4% 77.6%
3% 40% S0 78s 0.2 1.5 7.1% 16.1% 76.8%
3% 40% 50% 78% 0.3 1.5 10.0% 13.9% 76.2%
3% 40% 50% 78% 0 3 1.1% 27.6% 71.3%
3% 40% 50% 78% 0.1 3 3.6% 25.6% 70.8%
3% 40% 50% 78% 0.2 3 6.0% 23.7% 70.3%
3% 40% S0% 78% 0.3 3 8.3% 21.9% 69.9%
3% 408 64% S0% 0 1.5 0.6% 17.5% 81.9%
3% 40% 64% 508 0.1 1.5 3.8% 14.9% 81.3%
3% 40% 64% 50% 0.2 1.5 6.7% 12.4% 80.9%
3% 40% 64% 50% 0.3 1.5 9.4% 10.2% 80.4%
3% 40% 64% S0% Q 3 1.1s 15.0% 83.9%
3% 40% 4% 50% 0.1 3 4.6% 12.0% 83.4%
3% 40% 64% 50% 0.2 3 7.9% 9.3% 82.9%
3% 40% 64% 50% 0.3 3 10.8% 6.8% 82.4%
3% 40% 648 64% Q 1.5 0.8% 18.2% 81.0%
3% 40% 64% 64% 0.1 1.5 4,48 15.5% 80.1%
3% 40% 64% 64% 0.2 1.5 7.7% 13.0% 79.3%
3% 40% 64% 64% 0.3 1.5 10.9% 10.6% 78.5%
3% 40% 64% 64% 0 3 1.4% 17.7% 80.9%
3% 40% 64% 64% 0.1 3 4.9% 15.1% 80.0%
3% 40% 644 64% 0.2 3 8.3% 12.6% 79.2%
1 ) 40% 64% 64% 0.3 3 11.4% 10.2% 78.4%
3% 40% 64% 78% 0 1.5 0.9% 20.6% 78.6%




(L (2) (3) (4) (3) (6) (A) (B) (¢

Labor Cost % of Increm. SFAS 106 Costs
% as & Total Cost = e iiiiaaicccancaa.

% Chg. Empl. ----=scccccnaaaan Labor Price Reflected Other To be met

Labor Subj to Subj to Not Supply Elast. in Macroecon. by Other
Cost FAS 106 FAS 106 Subj Elast. Demand GNP-PI  Effects Sources
3% 40% 64% 78% 0.1 1.5 4.8% 17.8% 77 .4%
3% 40% 64% 78% 0.2 1.5 8.5% 15.2% 76.3%
3% 40% 64% 78% 0.3 1.5 12.0% 12.8% 75.3%
3% 40% 64% 78% 0 3 1.6% 26.8% 71.6%
3% 408 64% 78% 0.1 3 4.9% 24 .48 70.6%
3% 40% 64% 78% 0.2 3 8.1% 22.1% 69.7%
3% 40% 643 78% 0.3 3 11.2% 20.0% 68.9%
3% 40% 78% 50% 0 1.5 0.7% 16.3% 83.0%
iz 40% 78% 50% 0.1 1.5 4.2% 13.5% 82.3%
3% 40% 78% 50% 0.2 1.5 7.5% 10.8% 81.7%
3% 40% 78% 50% 0.3 1.5 10.6% 8.3% 81.1%
3% 40% 78% 50% 0 3 1.1% 10.9% 88.0%
3% 40% 78% S50% 0.1 3 5.4% 7.4% 87.3%
3% 40% 78% 50% 0.2 3 9.3% 4.1% 86.6%
3% 40% 78% 50% 0.3 3 13.0% 1.0% 86.0%
3% 40% 78% 6438 0 1.5 0.9% 16.2% 83.0%
3% 40% 78% 643 0.1 1.5 4.9% 13.2% 81.8%
3% 40% 78% 648 0.2 1.5 8.8% 10.5% 80.7%
3% 408 78% 6448 0.3 1.5 12.4% 7.9% 79.7%
3% 40% 78% 64% 0 3 1.6% 9.9% 88.5%
3 408 78% 64% 0.1 3 6.1% 6.7% 87.3%
3s 40% 78% 64% 0.2 3 10.3% 3.6% 86.1%
3% 40% 78% 64% 0.3 3 14.3% 0.6% 85.0%
3% 408 78% 78% 0 1.5 1.0% 18.1% 80.9%
3% 40% 78% 78% G.1 1.5 5.5% 15.2% 79.3%
3 40% 78% 78% 0.2 1.5 9.8% 12.3% 77.9%
3% 40% 78% 78% 0.3 1.5 13.8% 9.6% 76.5%
3% 40% 78% 78% 0 3 2.0% 17.5% 80.5%
3% 40% 78% 78% 0.1 3 6.4% 14.6% 79.0%
3% 40% 78% 78% 0.2 3 10.6% 11.8% 77.6%
s 40% 78% 78% 0.3 3 14.6% 9.1% 76.3%
4.5%  24% 50% 508 0 1.5 0.9% 16.1% 83.1%
4.5% 248 50% 50% 0.1 1.5 3.3% 13.9% 82.38%
4.5¢ 24% 50% 50% 0.2 1.5 5.6% 11.9% 82.6%
4.5%  24% 50% 50% 0.3 1.5 7.6% 10.1% 82.3%
4.5%  24% 50% 50% 0 3 1.5% 15.5% 83.0%
4.5%  24% 50% 50% 0.1 3 3.9% 13.3% 82.7%
4,5% 24% 50% 50% 0.2 3 6.1% 11.4% 82.5%
4.5%  24% 50% 50% 0.3 3 8.1% 9.6% 82.3%
4.5%  24% 50% 6498 0 1.5 1.1% 17.2% 81.7%
4.5%  24% 50% 64% 0.1 1.5 3.9% 15.0% 81.1%
4.5%  24% 50% 64% 0.2 1.5 6.5% 12.9% 80.5%
4.5%  24% 50% 64% 0.3 1.5 8.9% 11.0% 80.08%
4.5%  24% 50% 64% 0 3 1.8% 20.2% 78.0%
4.5%  24% 50% 64% 0.1 3 4.1% 18.3% 77.5%
4.5%  24% S0% 64% 0.2 3 6.3% 16.6% 77.1%
4.5%  24% 50% 64% 0.3 3 8.3% 15.0% 76.7%
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(L (2) (3) (4) (3) (6) (&) (B) (€)

Labor Cost % of Increm. SFAS 106 Costs

% as 8 Total Cost = ceecececcciinancccacanenann

% Chg. Empl. --~-v--v-vno-n- Labor Price Reflected Other To be met

Labor Subj to Subj to Not Supply Elast. in Macroecon. by Other
Cost FAS 106 FAS 106 Subj Elast. Demand GNP-PI Effects Sources
4.5% 24% S0% 78% 0 1.5 1.2% 20.3% 78.5%
4,.5% 248 50% 78% 0.1 1.5 4.3% 18.0% 77.7%
4.5% 24% 50% 78% 0.2 1.5 7.2% 15.8% 76.9%
4.5% 24% 50% 78% 0.3 1.5 10.0% 13.8% 76.2%
4,5% 24% 50% 78% 0 3 1.9% 30.7% 67.4%
4,.5% 24% S50% 78% 0.1 3 4.1% 29.1% 66.9%
4.5% 24% 50% 78% 0.2 3 6.1% 27.5% 66.4%
4.5% 248 50% 78% 0.3 3 8.0% 26.0% 66.0%
4.5% 24% 64% 50% 0 1.5 1.0% 15.3% 83.7%
4.5% 24% 64% 50% 0.1 1.5 3.8% 12.9% 83.3s
4.5% 24% 64% 50% 0.2 1.5 6.3% 10.8% 83.0%
4.5% 24% 64% 50% 0.3 1.5 8.6% 8.8% 82.6%
4.5% 24% 64% 50% 0 3 1.8% 12.6% 85.6%
4.5% 24% 64% 50% 0.1 k) 4.9% 9.9% 85.2%
4.5% 24% 64% 50% 0.2 3 7.7% 7.5% 84 ,8%
4.5% 24% 64% 50% 0.3 3 10.3% 5.2% 84.4%
4.5% 24% 64% 648 0 1.5 1.3% 15.9% 82.8%
4.5% 24% 64% 64% 0.1 1.5 4.5% 13.5% 82.0%
4.5% 248 64% 64% 0.2 1.5 7.4% 11.3% 81.3%
4.5% 248 64% 64% 0.3 1.5 10.2% 9.2% 80.6%
4.5% 24% 64% 643 0 3 2.3% 15.1s 82.6%
4.5%  24% 64% 643 0.1 3 5.4% 12.8% 81.8%
4.5%  24% 64% 64% 0.2 3 8.4% 10.6% 81.1%
4.5% 24% 64% 64% 0.3 3 11.1% 8.5% 80.4%
4.5% 248 64% 78% 0 1.5 1.5% 19.0% 79.5%
4.5% 248 648 78% 0.1 1.5 5.0% 16.6% 78.4%
4.5% 248 648 78% 0.2 1.5 8.4% 14.2% 77.4%
4.5% 248 643 78% 0.3 1.5 11.6% 12.0% 76.4%
4.5%  24% 64% 78% 0 3 2.6% 27.1s 70.2%
4.5% 24% 644 78% 0.1 3 5.6% 25.1% 69.4%
4.5% 24% 648 78¢ 0.2 3 8.3% 23.2% 68.5%
4.5% 248 64% 78% 0.3 3 11.0% 21.3% 67.7%
4.5% 24% 78% 50% 0 1.5 1l.1% 14.3% 84 .6%
4.5%  24% 78% 50% 0.1 1.5 4.1% 11.8% 84.1%
4.5%  24% 78% 50% 0.2 1.5 6.9% 9.5% 83.6%
4.5% 24% 78% 50% 0.3 1.5 9.4% 7.3% 83.2%
4.5% 24% 78% 50% 0 3 2.0% 9.1% 88.9%
4.5% 24% 78% 50% 0.1 3 5.7% 5.9% 88.4%
4.5% 24% 78% 50% 0.2 3 9.1% 3.0% 87.9%
4.5% 24% 78% 50% 0.3 3 12.3% 0.3% 87.4%
4.5% 24% 78% 64% 0 1.5 l.4% 13.9% 84.7%
4.5% 24y 78% 64% 0.1 1.5 5.0% 11.3% 83.7%
4.5% 24% 78% 64% 0.2 1.5 8.3% 8.9% 82.9%
4.5% 24% 78% 64% 0.3 1.5 11.4% 6.6% 82.0%
4,5% 24% 78% 64% 0 3 2.6% 7.3% 90.0%
4.5%  24% 78% 64% 0.1 3 6.6% 4. 4% 89.0%
4.5% 24% 78% 64% 0.2 3 10.3% 1.6% 88.0%




‘L (2) (3) (4) {5) i6) (a) (B) (C)

Labor Cost ¥ of Increm. SFAS 106 Costs
% as & Total Cost e

3 Chg. Empl. ---ce-cencaanan Labor Price Reflected Other To be met

Labor Subj to Subj to Not Supply Elasc. in Macroecon. by Other
Cost FAS 106 FAS 106 Subj Elasct. Demand GNP-PI Effects Sources
4.5% 24% 78% 64% 0.3 3 13.9% -1.0% 87.1%
4.5% 24% 78% 78% 0 1.5 1.7% 15.8% 82.5%
4.5% 24% 78% 78% 0.1 1.5 5.7% 13.1% 81.2%
4. 5% 24% 78% 78% 0.2 1.5 8.5% 10.6% 79.9%
4.5% 24% 78% 78% 0.3 1.5 13.1% 8.2% 78.7%
4.5% 24% 78% 78% 0 3 . 3% 14.7% 82.0%
4.5% 24% 78% 78% 0.1 3 7.1% 12.2% 80.7%
4.5% 24% 78% 78% 0.2 3 10.9% 9.7% 79.4%
4.5% 24% 78% 78% 0.3 3 14.4% 7.4% 78.2%
4.5% 32% 50% 50% 0 1.5 1.0% 21.5% 77.5%
4.5% 32% S0s 50% 0.1 1.5 4.3% 18.5% 77.1%
4.5% 32% 50% 509 0.2 1.5 7.3% 15.9% 76.8%
4.5% 32% 50% 50% 0.3 1.5 10.0% 13.5% 76.5%
4.5% 32% 50% 50% 0 3 1.8% 20.8% 77.4%
4.5% 32% 50% 50% 0.1 3 5.0% 17.9% 77.1%
4.5% 32% 50% 508 0.2 3 8.0% 15.3% 76.7%
4,5% 32% 50% 50% 0.3 3 10.7% 12.9% 76.4%
4.5% 32s 50% 64% 0 1.5 1.3y 22.7% 76.0%
4.5% 32% 50% 64% 0.1 1.5 5.0% 19.8% 75.2%
4.5% 32s 50% 64% 0.2 1.5 8.4% 17.0% 74.6%
4.5% 32% 50% 64% 0.3 1.5 11.6% 14.5% 73.9%
4.5% 32% 50% 648 0 3 2.2% 25.9% 72.0%
4.5% 328 50% 64% 0.1 3 5.3% 23.4% 71.4%
4.5% 328 50% 648 0.2 3 8.2% 21.08 70.8%
4.5% 32% 50% 64% 0.3 3 10.8s 18.9% 70.3%
4.5% 32% 50% 78% 0 1.5 1.4% 25.7% 72.9%
4.5% 32% 50% 78% 0.1 1.5 5.4% 22.7% 71.9%
4,5% 32% 50% 78% 0.2 1.5 9.2% 19.8% 70.9%
4.5% 32% S0 78% 0.3 1.5 12.8% 17.2% 70.1%
4.5% 32% SO% 78% 0 3 2.2% 36.0% 61.7%
4.5% 32s 50% 78% 0.1 3 5.2% 33.7% 61.1%
4.5% 32s 50% 78% 0.2 3 7.9% 31.5% 60.5%
4.5% 32% S50% 78% 0.3 3 10.6% 29.5% 60.0%
4.5% 32% 648 50% 0 1.5 1.2% 20.5% 78.3%
4.5% 32% 6as 50% 0.1 1.5 4.9% 17.3% 77.7%
4.5% 2% 64% 50% 0.2 1.5 8.4% 14 .4% 77.2%
4.5% 32% 64% 50% 0.3 1.5 11.5% 11.8% 76.7%
4.5% 32% 4% S0% 0 3 2.1% 17.0% 80.8%
4.5% 32% 64% 50% 0.1 3 6.3% 13.5% 80.2%
4.5% 32% 64% 50% 0.2 3 10.1% 10.3% 79.6%
4.5% 32% 64% 50% 0.3 3 13.6% 7.3% 79.1%
4.5% 32% 84% 64% 0 1.5 1.5% 21.3% 77.2%
4.5% 32% 64% 64% 0.1 1.5 5.8% 18.1% 76.1%
4.5% 32% 64% 64% 0.2 1.5 9.8% 15.1% 75.1%
4.5% 32% 64% 64% 0.3 1.5 13.5% 12.3% 74.2%
4.5% 32% 64% 641 0 3 2.8% 20.3% 76.9%
4.5% 32% 64% 64% 0.1 3 7.0% 17.2% 75.8%
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(6)

Price

Elast.
Demand
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(A)

Reflected Other

in

GNP-

- - .-

18.

— -

=

PI

(B) (<)
$ of Increm. SFAS 106 Costs
To be met
Macroecon. by Other
Effects Sources
14, 3% 74 .9%
11.5% 73.9%
24.7% 73.5%
21.4% 72.1%
18.4% 70.8%
15.4% 69.5%
33.6% 63.3%
30.8% 62.2%
28.1% 61.1%
25.6% 60.0%
19.1% 79.6%
15.7% 78.8%
12.6% 78.2%
9.7% 77.5%
12.2% 85.5%
8.0% 84.7%
4.2% 83.9%
0.5% 83.2%
18.7% 79.6%
15.2% 78.3%
12.0% 77.0%
8.9% 75.9%
10.4% 86.4%
6.5% 85.0%
2.9% 83.7%
-0.6% 82.4%
21.1% 76.8%
17 .6% 75.0%
14.3% 73.3%
11.0% 71.7%
165.9% 76.2%
16.4% 74.4%
13.2% 72.8%
10.0% 71.2%
26.9% 72.0%
23.2% 71.5%
19.9% 71.1%
16.9% 70.7%
26.1% 71.9%
22.5% 71.4%
19.3% 71.0%
16.3% 70.6%
28.2% 70.4%
24.5% 69.6%
21.1% 68.8%
17.9% 68.0%
31.3% 66.3%
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5%
.5%
.3%
.5%
.5%
.5%
.5%
.5%
.5%
.38
.5%
.33
5%
3%
.5%
.5%
5%
.5%
.5%
.5%
.5%
1
.5%
5%
.5%
.5%
.5%
.5%
5%
.3%
5%
.5%
5%
.5%
.5%
9%
.5%
.5%
.38
5%
5%
.5%
5%
5%
.5%
5%
5%

(2)

$

Empl.
Labor Subj to
FAS 106 FAS 106

(3) (&)
Labor Cost
as % Total Cost
Subj to  Not
Subj
50% 64%
S0s 64%
50% 64%
50% 78%
50% 78%
50% 78%
50% 78%
50% 78%
50% 78%
50s 78%
50% 78%
648 50%
64% 50%
64% S50%
64% 50%
64% 50%
64% 50%
648 50%
64% 50%
64% 64%
64% 64%
64% 64%
64% 64%
64y 64%
64% 64%
64% 648
64% 64%
64% 78%
64% 78%
64% 78%
648 78%
64% 78%
648 78%
84% 78%
64% 78%
78% 50%
78% 50%
78% 50%
78% 50%
78% 50%
78% 50%
78% 50%
78% 50%
78% 64%
78% 64%
78% 64%
78% 64%

(5)

Labor Price
Supply  Elast.
Elasct. Demand
0.1 3
0.2 3
0.3 3
0 1.5
0.1 1.5
0.2 1.5
0.3 1.5
0 3
0.1 3
0.2 3
0.3 3
0 1.5
0.1 1.5
0.2 1.5
0.3 1.5
0 3
0.1 3
0.2 3
0.3 3
0 1.5
0.1 1.5
0.2 1.5
0.3 1.5
0 3
0.1 3
0.2 3
0.3 3
0 1.5
0.1 1.5
0.2 1.5
2.3 1.5
0 3
0.1 3
0.2 3
0.3 3
0 1.5
0.1 1.5
0.2 1.5
0.3 1.5
0 3
0.1 3
0.2 3
0.3 3
0] 1.5
0.1 1.5
0.2 1.5
0.3 1.5

1
w
[N

|

6)

{A)
i of Increm. SFAS 106 Costs

(B) Q)

Reflected Other

in

GNP-

PI

- -

To be met
Macroecon. by Other
Effects Sources
28.1% 65.6%
25.1% 65.0%
22.4% 64.3%
30.8% 67.6%
27. 1% 66.5%
23.6% 65.4%
20.3% 64.4%
40.5% 57.0%
37.5% 56.3%
34.7% 55.6%
32.1% 55.0%
25.7% 72.9%
21.8% 72.2%
18.1% 71.4%
14, 8% 70.8%
21.6% 76.0%
17.3% 75.1%
13.2% 74.4%
9.5% 73.6%
26.7% 71.6%
22.7% 70.3%
19.0% 69.0%
15.5% 67.9%
25.7% 71.3%
21.7% 69.9%
18.0% 68.7%
14.6% 67.6%
30.2% 67.9%
26.1% 66.2%
22.3% 64.5%
18.6% 63.0%
39.2% 57.4%
35.6% 56.0%

23.9% 74.6%
19.7% 73.6%
15.7% 72.6%
12.1% 71.7%
15.5% 82.0%
10.3% 80.9%
5.5% 79.9%
0.9% 78.9%
23.6% 74.4%
19.3% 72.7%
15.2% 71.1%
11.4% 69.6%



(1) (2) (3) (&) (3) (6) (&) (B) (€)

Labor Cost % of Increm. SFAS 106 Costs

% as % Total Cost = e iiiiicidccciacaaea-

% Chg. Empl. -v-cveme-aona-. Labor Price Reflected Other To be met

Labor Subj to Subj to Not Supply Elast. in Macroecon. by Other
Cost FAS 106 FAS 106 Subj Elast. Demand GNP-PI  Effects Sources
4.5% 40% 78% 64% 0 3 3.5% 14.0% 82.5%
4.5% 40 78% 64% 0.1 3 10.1% 9.1% 80.7%
4.5%  40% 78% 64% 0.2 3 16.41% 4.6% 79.0%
4.5% 40 78% 64% 0.3 3 22.4% 0.3% 77 .4%
4.5% 40w 78% 78% 0 1.5 2.3% 26.5% 71.2%
4.5%  4O% 78% 78% 0.1 1.5 8.9% 22.1% 69.0%
4.5%  4O% 78% 78% 0.2 1.5 15.2% 17.9% 66.8%
4.5% 408 78% 78% 0.3 1.5 21.3% 13.9% 64.7%
4.5%  40% 78% 78% 0 3 4.4y 25.1% 70.5%
4.5% 40w 78% 78% 0.1 3 10.9% 20.8% 68.3%
4.5%  40% 78% 78% 0.2 3 17.1s 16.7% 66.2%
4.5% 40w 788 78% 0.3 3 23.1% 12.8% 64.2%
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EXHIBIT 3

Inputs:
(1) Percentage increase in Labor Cost in Sector of Economy
Subject to SFAS 106
(2) Share of Employment in Sector Subject to SFAS 106
(3) Labor Cost as a Share of Total Cost in Sector Subject to SFAS 106
(4) Labor Cost as a Share of Total Cost in Sector Not Subject to SFAS 106
(5) Labor Supply Elasticity for U.S. Economy
(6) Price Elasticity of Demand in each Sector

Results:
Percentage of Telco’s Additional SFAS 106 Costs -
(A) Reflected in GNP-PI
(B) Financed by Potential Reductions in National Average Wage Rate
and Other Macroeconomic Effects
(C) To be Met by Other Sources

L (2) 3 (@ (3) (6) (A) (B) ©)
Labor Cost % of Increm. SFAS 106 Costs
L as % Total Cost = = ccceeemeaiceiiciccciicacaan
t Chg. Empl. ---c-cocenena.n Labor Price Reflected Other To be met
Labor Subj to Subj to Not Supply Elast. in Macroecon. by Other
Cost FAS 106 FAS 106 Subj Elast. Demand GNP-PI Effects Sources
2% 24% 50% 70% 0 1.5 0.2% 8.4% 91.3%
2% 24% 50% 708 0.1 1.5 1.6% 7.4% 91.0%
2% 248 508 708 0.2 1.5 2.8% 6.5% 90.7%
2% 24y 50% 70% 0.3 1.5 4.0% 5.6% 90.4%
2% 24% 50% 70% 0 3 0.4% 11.2% 88.4%
2% 24% 50% 70% 0.1 3 1.4% 10.4% 88.2%
2% 24% 50% 70% 0.2 3 2.4% 9.7% 88.0%
2% 24% 50% 70% 0.3 3 3.3% 9.0% 87.8%
2% 24% 64% 64% 0 1.5 0.3% 7.4% 92.4%
2% 248 64% 64% 0.1 1.5 1.7% 6.3% 92.0%
2% 24% 64% 64% 0.2 1.5 3.1s 5.3% 91.7%
2% 24% 64% 64% 0.3 1.5 4.3% 4.3% 91.4%
2% 24% 64% 64% 0 3 0.5% 7.2% 92.3%
2% 24% 643 64% 0.1 3 1.9% 6.1% 92.0%
2% 243 648 64% 0.2 3 3.2% 5.1% 91.6%
2% 248 64% 64% 0.3 3 4.5% 4.,2% 91.3%
2% 243 78% 61l 0 1.5 0.3% 6.5% 93.3%
2% 24% 78% 61% 0.1 1.5 1.8% 5.3% 92.9%
2% 248 78% 61s 0.2 1.5 3.3% 4.2% 92.5%
2% 24% 78% 61% 0.3 1.5 4.6% 3.2% 92.2%
2% 24% 78% 61% 0 3 0.5% 3.7% 95.8%
2% 24% 78% 61% 0.1 3 2.3% 2.3% 95.4%
2% 24% 78% 61% 0.2 3 4.0% 1.0% 95.0%
2% 24% 78% 61% 0.3 3 5.6% -0.2% 94.6%
2% 32% 50% 74% 0 1.5 0.3s% 11.3% 88.4%
2% 32% 50% T4% 0.1 1.5 2.1% 9.9% 88.0%
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(L (2) (3) (&) (5) (6) (A) (B) ()]

Labor Cost $ of Increm. SFAS 106 Costs
$ as % Total Cost = @ eeemeceeiciieeeeaceemeaan-
% Chg. Empl. ---ceceecnonnn- Labor Price Reflected OQther To be met
Laber Subj to Subj to Not  Supply Elast. in Macroecon. by Other
Cost FAS 106 FAS 106 Subj Elast, Demand GNP-PI Effects Sources
2% 32% 50% 74% 0.2 1.5 3.7% 8.7% 87.6%
2% 32% 50% 74% 0.3 1.5 5.3% 7.5% 87.2%
2% 32% 50% 74% 0 3 0.5% 15.0% 84.5%
2% 32% 50% T4% 0.1 3 1.8% 14.0% 84.2%
2% 32% 50% 74% 0.2 3 3.1s 13.0% 83.9%
2% 32% 50% 74% 0.3 3 4.3% 12.0% 83.7%
2% 32% 64% 64% 0 1.5 0.3y 9.8% 89.8%
2% 32% 64% 64% 0.1 1.5 2.2% 8.4% 89.4%
2% 32% 64% 643 0.2 1.5 4.0% 7.0% 88.9%
2% 32% 64% 643 0.3 1.5 5.7% 5.8% 88.5%
2% 32% 64% 64% 0 3 0.6% 9.7% 89.8%
2% 32% 64% 64% 0.1 3 2.5% 8.2% 89.3%
2% 32% 64% 64% 0.2 3 4.3% 6.9% 88.9%
2% 32% 64% 64% 0.3 3 5.9% 5.6% 88.5%
2% 32% 78% 59% 0 1.5 0.3% 8.7% 91.0%
2% 32% 78% 59% 0.1 1.5 2.4% 7.1% 90.5%
2% 32% 78% 59% 0.2 1.5 4.3% 5.6% 90.1%
2% 32% 78% 59% 0.3 1.5 6.1% 4.3% 89.6%
2% 32% 78% 59% 0 3 0.6% 5.1% 94.3%
2% 32% 78% 59% 0.1 3 3.0% 3.3 93.7%
2% 32% 78% 59% 0.2 3 5.2% 1.6% 93.2%
2% 32 78% 59% 0.3 3 7.3% -0.1% 92.7%
2% 40% 50% 79% 0 1.5 0.3% 14.2% 85.4%
2% 40% 50% 79% 0.1 1.5 2.5% 12.5% 84.9%
2% 40% 50% 79% 0.2 1.5 4.6% 10.9% B4 . 4%
2% 40% 50% 79% 0.3 1.5 6.6% 9.5% 84.0%
2% 40% 50% 79% 0 3 0.5% 18.9% 80.6%
2% 40% 50% 79% 0.1 3 2.2% 17.6% 80.2%
2% 40% 50% 79% 0.2 3 3.8% 16.3% 79.9%
2% 40% 50% 79% 0.3 3 5.3% 15.1% 79.6%
2% 40% 64y 64% 0 1.5 0.3% 12.3% 87.3%
2% 40% 64% 644 0.1 1.5 2.8% 10.5% 86.7%
2% 40% 64% 64% 0.2 1.5 5.0% 8.8% 86.2%
2% 40% 64% 648 0.3 1.5 7.1s 7.2% 85.7%
2% 40% 648 64% 0 3 0.6% 12.1s 87.3%
2% 40% 648 64% 0.1 3 3.0% 10.3% 86.7%
2% 40% 64% 64% 0.2 3 5.3% 8.6% 86.1%
2% 40% 64% 64% 0.3 3 7.4% 7.0% 85.6%
2% 40% 78% 57% 0 1.5 0.4% 10.9% 88.8%
2% 40% 78% 57% 0.1 1.5 2.9% 8.9% 88.1%
2% 40% 78% 57% 0.2 1.5 5.3% 7.1% 87.6%
2% 40% 78% 57% 0.3 1.5 7.6% 5.4% 87.0%
2% 40% 78% 57% 0 3 0.6% 6.8% 92.6%
2% 40% 78% 57% 0.1 3 3.6% 4.5% 92.0%
2% 40% 78% 57% 0.2 3 6.4% 2.3% 91.3%
2% 40% 78% 57% 0.3 3 9.0% 0.2% 30.8%
3% 24% 50% 70% 0 1.5 0.5% 12.5% 87.0%
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(1) (2) (3) (4) (%) (6) (4) (B) (C)

Labor Cost % of Increm. SFAS 106 Costs
) as % Total Cost = = <ceecmcecrccceacceaancnccn.-=
¢ Chg. Empl. -cccccccceccaa- Labor Price Reflected Other To be met
Labor Subj to Subj to Not Supply Elast. in Macroecon. by Other
Cost FAS 106 FAS 106 Subj Elast. Demand GNP-PI Effects Sources
3% 24% 50% 70% 0.1 1.5 2.5% 11.0% 86.5%
3% 24% 50% 70% 0.2 1.5 4.4% 9.5% 86.1%
3% 24% 50% 70% 0.3 1.5 6.1% 8.2% 85.7%
3% 24% 50% 70% 0 3 0.9% 16.5% 82.6%
3% 24% 50% 70% 0.1 3 2.4% 15.3% 82.3%
3% 24% 50% 70% 0.2 3 3.8% 14.2% 82.0%
3% 24% 50% 70% 0.3 3 5.1% 13.2% 81.7%
3% 24% 64% 64% 0 1.5 0.6% 10.9% 88.5%
3% 24% 643 64% 0.1 1.5 2.7% 9.3% 88.0%
3% 24% 64% 64% 0.2 1.5 4.7% 7.7% 87.5%
3% 24% 64% 64% 0.3 1.5 6.6% 6.3% 87.1%
3% 24% 64% 64% 0 3 1.1% 10.5% 88.4%
3% 24% 64% 64% 0.1 3 3.2% B.9% 87.9%
3% 24% 64% 64% 0.2 3 5.2% 7.4% 87.4%
3% 24% 64% 64% 0.3 3 7.0% 6.0% 87.0%
3% 24% 78% 61% 0 1.5 0.6% 9.5% 89.9%
3% 24% 78% 61% 0.1 1.5 2.9% 7.8% 89.3%
3% 24% 78% 61ls 0.2 1.5 5.1% 6.1% 88.8%
3% 24% 78% 6ls 0.3 1.5 7.1% 4.6% 88.3%
3% 24% 78% 6ls o 3 1.1s 5.2% 93.7%
3% 24% 78% 61% 0.1 3 3.8% 3.2% 93.0%
3% 24% 78% 61s 0.2 3 6.3% 1.3% 92.4%
3% 248 78% 61s 0.3 3 8.6% -0.5% 91.9%
3% 32y 50% 74% 0 1.5 0.6% 16.7% 82.6%
3% 2% 50% 74% 0.1 1.5 3.3 14.7% 82.0%
3% 32% 50% 74% 0.2 1.5 5.8% 12.8% 81.4%
3% 32% 50% T4% 0.3 1.5 8.1s 11.0% 80.9%
3% 32% 50% 74% 0 3 1.0% 22.2% 76.8%
3% 32% 50% 4% 0.1 3 3.0% 20.6% 76.4%
3% 32% 50% 74% 0.2 3 4.9% 19.1% 76.0%
3% 32% 50% 74% 0.3 3 6.7% 17.7% 75.6%
3% 32% 64% 648 0 1.5 0.7% 14.5% 84,8y
3% 32 644 64% 0.1 1.5 3.6% 12.4% 84.1%
3% 32% 64% 64% 0.2 1.5 6.2% 10.4% 83.4%
3t 32% 64% 64% 0.3 1.5 8.8% 8.5% 82.8%
3% 2% 648 64% 0 3 1.3% 14.1% 84.6%
3% 32 644 64% 0.1 3 4.1% 12.0% 83.9%
3% 2% 64% 64% 0.2 3 6.7% 10.0% 83.3%
3% 32% 64% 64% 0.3 3 9.2% 8.1% 82.7%
3% 32% 78% 59% 0 1.5 0.7% 12.8% 86.5%
3% 32% 78% 59% 0.1 1.5 3.8% 10.4% 85.8%
3% 32% 78% 59% 0.2 1.5 6.7% 8.3% 85.1%
3% 32% 78% S9% 0.3 1.5 9.3% 6.2% 84.4%
3% 2% 78% 59% 0 3 1.3 7.4% 91.4%
3% 32% 78% 59% 0.1 3 4.8% 4.6% 90.5%
3% 32% 78% 59% 0.2 3 8.2% 2.1% 89.8%
3% 32% 78% 59% 0.3 3 11.3% -0.3% 89.1%
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(1) (2) (3) (4) (5) (6) (&) (B) (€)

Labor Cost % of Increm. SFAS 106 Costs
] as % Total Cost = @ eeeeem i iiiiccececmaeccaan
% Chg. Empl. ---cevc--veennnn Labor Price Reflected Other To be met
Labor Subj to Subj toe Not  Supply Elast. in Macroecon. by Other
Cost FAS 106 FAS 106 Subj Elast. Demand GNP-PI  Effects Sources
3% 40% 50% 79% 0 1.5 0.7% 2l.1% 78.2%
3% 40% 50% 79% 0.1 1.5 4.0% 18.6% 77.4%
3% 40% 50% 79% 0.2 1.5 7.1% 16.2% 76.7%
3% 40% 50% 79% 0.3 1.5 10.0% 14.0% 76.0%
3% 40% 50% 79% 0 3 1.1% 28.0% 70.9%
3% 40% 50% 79% 0.1 3 3.6% 25.9% 70.4%
3% 40% 50% 79% 0.2 3 6.0% 24.0% 70.0%
3% 40% 50% 79% 0.3 3 8.3% 22.2% 69.5%
3% 40% 64% 64% 0 1.5 0.8% 18.2% 81.0%
33 40% 64% 64% 0.1 1.5 4.4% 15.5% 80.1%
3% 40% 64% 64% 0.2 1.5 7.7% 13.0% 79.3%
3% 40% 64% 64% 0.3 1.5 10.9% 10.6% 78.5%
3% 40% 64% 64% 0 3 1l.4% 17.7% 80.9%
3% 40% 64% 64% 0.1 3 4.9% 15.1% 80.0%
3% 40% 643 64% 0.2 3 8.3% 12.6% 79.2%
3% 40% 64% 648 0.3 3 11.4% 10.2% 78.4%
3 40% 78% 57% 0 1.5 0.8% 16.1% 83.2%
3% 40% 78% 57% 0.1 1.5 4.6% 13.2% 82.2%
3% 40% 78% 57% 0.2 1.5 8.2% 10.5% 81.4%
3s 40s 78% 57% 0.3 1.5 11.5% 7.9% 80.5%
3% 40% 78% 57% 0 3 1.4% 9.7% 88.9%
3% 40% 78% 57% 0.1 3 5.8% 6.3% 87.9%
3s 40% 78% S57% 0.2 3 9.9% 3.1% 87.0%
3% 40% 78% 57% 0.3 3 13.8% 0.1% 86.1%
4.5%  24% 50% 70% 0 1.5 1.1% 18.3% 80.6%
4.5%  24% 50% 70% 0.1 1.5 4.1% 16.1% 79.8%
4.58  24% 508 70% 0.2 1.5 6.9% 14.0% 79.2%
4.5% 24% 50% 708 0.3 1.5 9.4% 12.0% 78.6%
4.5% 24y 50% 70% 0 3 1.9% 24.1% 74.0%
4.5%8  24% 50% 70% 0.1 3 4.1% 22.4% 73.5%
4.5% 24y 50% 708 0.2 3 6.2% 20.8% 73.0%
4.5%  24% 50% 708 0.3 3 8.2% 15.2% 72.6%
4.5%  24% 64% 648 0 1.5 1.3% 15.9% 82.8%
4.5% 2% 643 643 0.1 1.5 4.5% 13.5% 82.0%
4.5% 248 64% 648 0.2 1.5 7.4% 11.3% 81.3%
4.5%  24% 6448 64% 0.3 1.5 10.2% 9.2% 80.6%
4.5%  24% 64% 64% 0 3 2.3% 15.1% 82.6%
4.5%  24% 64% 64% 0.1 3 5.4% 12.8% 81.8%
4.5% 248 64y 64% 0.2 3 8.4% 10.6% 81.1%
4.5%  24% 64% 64% 0.3 3 11.1% 8.5% 80.4%
4.5% 248 78% 61% 0 1.5 l.4% 13.8% 84.8%
4.5%  24% 78% 61% 0.1 1.5 4.8% 11.3% 84.0%
4.5%  24% 78% 61% 0.2 1.5 8.0% 8.9% 83.2%
4.5% 24% 78% 61l% 0.3 1.5 11.0% 6.6% 82.4%
4.5%8  24% 78% 61% 0 3 2.5% 7.2% 90.3%
4.5%  24% 78% 61l 0.1 3 6.4% 4.2% 89.4%
4.5%  24% 78% 61% 0.2 3 10.1% 1.4% 88.5%

-37=




(L (2) (3) (4) (5) (6) (a) (B) (©)

Labor Cost $ of Increm. SFAS 106 Costs
% as % Total Cost = eeeeeee e canaaan

% Chg., Empl. ~----vcveccennn. Labor Price Reflected Other To be met
Labor Subj to Subj to Not Supply Elast. in Macroecon. by Other
Cost FAS 106 FAS 106 Subj Elast. Demand GNP-PI  Effects Sources
4.5% 24% 78% 61s 0.3 3 13.6% -1.2% 87.7%
4.5% 32% 50% 74% 0 1.5 1l.4% 24.6% 74.0%
4.5%  32% 50% 74% 0.1 1.5 5.3% 21.6% 73.1%
4.5%  32% 50% T4% 0.2 1.5 9.0% 18.8% 72.2%
4.5%  32% 50% 74% 0.3 1.5 12.4% 16.2% 71.4%
4.5¢  32% 50% 74% 0 3 2.2% 32.5% 65.3%
4.5% 32% 50% 74% 0.1 3 5.2% 30.1% 64.6%
4.5% 328 50% 74% 0.2 3 8.0% 27.9% 64.1%
4.5% 32% 50% 74% 0.3 3 10.6% 25.9% 63.5%
4,5% 32% 64% 64y 0 1.5 1.5% 21.3% 77.2%
4.5% 32% 64% 64% 0.1 1.5 5.8% 18.1% 76.1%
4.5% 32% 64% 64% 0.2 1.5 9.8% 15.1% 75.1%
4.5%  32% 64% 64% 0.3 1.5 13.5% 12.3% 74.2%
4.5% 32% 64% 64% 0 3 2.8% 20.3% 76.9%
4.5%  32% 64% 64% 0.1 3 7.0% 17.2% 75.8%
4.5% 32% 64% 64% 0.2 3 10.9% 14.3% 74.9%
4.5%  32% 64% 64% 0.3 3 14.5% 11.5% 73.9%
4.5%  32% 78% 59% 0 1.5 1.6% 18.6% 79.8%
4.5%  32% 78% 55% 0.1 1.5 6.2% 15.2% 78.7%
4.5¢% 32% 78% 59% 0.2 1.5 10.4% 12.0% 77.6%
4.5¢ 32% 78% 59% 0.3 1.5 14.4% 9.0% 76.6%
4.5%  32% 788  59% 0 3 .8% 10.3% 86.9%
4.5 32% 78% 59% 0.1 3 8.1% 6.3% 85.6%
4.5% 32% 78% 59% 0.2 3 13.0% 2.5% 84.5%
4.5  32% 78% 598 0.3 3 17.6% -1.1% 83.4%
4.5%  40% 50% 79% 0 1.5 1.6% 31.0% 67.4%
4.5% 40% 50% 79% 0.1 1.5 6.5% 27.3s 66.3%
4,5% 40% 50% 79% 0.2 1.5 11.0% 23.8% 65.2%
4.5% 408 50% 79% 0.3 1.5 15.3% 20.5% 64.2%
4.58 40% 50% 79% 0 3 2.5% 41.0% 56.5%
4.5%  40% 50% 79% 0.1 3 6.2% 38.0% 55,8%
4.5¢  40% 50% 79% 0.2 3 9.7% 35.2% 55.1s
4.5%  40% 50% 79% 0.3 3 13.0% 32.6% 54.4%
4.5%  40% 64% 64% 0 1.5 1.7% 26.7% 71.6%
4.58 408 64% 64% 0.1 1.5 7.0% 22.7% 70.3%
4.5¢  40% 64% 64% 0.2 1.5 12.0% 19.0% §9.0%
4.5%  40% 64% 64% 0.3 1.5 16.7% 15.5% 67.9%
4.5%8 40% 64% 64% 0 3 3.1% 25.7% 71.3%
4.5%  40% 64% 64% 0.1 3 8.3% 21.7% 69.9%
4.5%  40% 64% 648% 0.2 3 13.2% 18.0% 68.7%
4.5%  40% 64% 64% 0.3 3 17.8% 14.6% 67.6%
4.5%  40% 78% 57% 0 1.5 1.7% 23.5% 74.8%
4.5% 40% 78% 57% 0.1 1.5 7.4% 19.2% 73.4%
4.5%  40% 78% 57% 0.2 1.5 12.7% 15.2% 72.1%
4.5% 408 78% 57% 0.3 1.5 17.7% 11.4% 70.8%
4.5%  40% 78% 57% 0 3 3.0% 13.7% 83.3%
4.5%  40% 78% 57% 0.1 3 9.5% 8.7% 81.8%
4.5%  40% 78% 57% 0.2 3 15.7% 3.9% 80.4%
4.5%  40% 78% S7% 0.3 3 21.5% -0.5% 79.0%
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Additional Exposition of the Macroeconomic Model
used in the Godwins Report

Andrew B. Abel

Part I of Appendix C in the Godwins Report contains a complete
derivation of the macroeconomic model used in that report. Below is a
list of the equations that must be satisfied by a solution to the model.
The general model described in Appendix C applies to any number of
sectors. Since the model is implemented as a two-sector model, the
equations below are written without using summation notation.

(A4) P = (alﬁpil-v . 029P21-9)1/<1-a)
(A8)  PyCp + Pyly = (v/(1-7))M

(Al15) N*x = v(w/P)"

(AL6) ¥; = AN "k, 1P i=1,2

*
*

(A22) M = M¥

a23) Yy =P ey s -mmse i-1,2
(A?_lo) PlYl + P2{2 = rK* + WDlNl + WDzNZ
In addition, the solution must satisfy

Ci-Yi i-1,2



Part 1I of Appendix C of the Godwins Report describes the calibration of
the model. An expanded version of Part II of Appendix C, which is
written without summation notation and provides somewhat more detail
than the version in the Godwins Report, is appended to the end of this
document. Below are lists of input values of variables for (1) the
initial calibration of the model; and (2) the calculation of the effect
of SFAS 106.

Input variables for the initial calibration:
n=20.0

§ = 1.5

pz = (0.64
-1.0
Dy = 1.0

le - Nl/N* = 0.68 [used to determine sY‘ from equation (B4), which is
used to determine aj from equation (Bl5)]

In addition, there are other inputs to the model that are simply
normalizations. None of the important results of the model depends on
the values of these inputs.

v = 0.25
No* = 100 ([used to determine v from equation (B9)]
K* = 100
Ay = 1.0

Pi =Py =P=1.0 ¢ 1



Input variables with SFAS 106:

7 = 0.0
§ = 1.5

p1 = 0.64
Py = 0.64
Dy = 1.0
Dy = 1.03
v = 0.25

v = 100

K¥ = 100
Ay = Ay = 1.0
M* = 300
a® = 0.68

azo = 0.32 [Note that ala + aze = 1 as required by equation (B13)]



Below are lists of the values of the variables obtained by the model
for: (1) the initial calibration of the model; and (2) the calculation
of the effects of SFAS 106.

Results of initial calibration:
Nl - 68

N2 - 32

v = 100

M* = 300
N* = 100
a;? - 0.68

028 - 0.32



Results of model with SFAS 106:

N* = 100

1 = 0.994063332

Py = 1.01304766

P = 1.00007984

N, = 68.8429959

Ny = 31.1570041

K) = 68.2054725

Ky = 31.7945275

Y, = C; = 68.6128039
Yy = Cy = 31.3850263
w = 0.634073253

r =0.36

M - 300

private sector fixed-weight price index = 1.0001383
(sector 1 weight = 0.68; sector 2 weight = 0.32)

GNP-PI = 1.0001236
(private sector weight = 0.894; government sector weight = 0,106)



Although Appendix C of the Godwins Report provides derivations of
equations, more detailed algebraic derivations are provided below for
the following equations:
(a) equation (Al0) on page 55
(b) equation (B4) on page 58
(c) equation (B5) on page 58
(a) derivation of (Al1l0) on page 55:
Substituting (A9) into (A7) yields
RL)  asC; H0ycA-0/0 131 - (1-y)py
Divide both sides of (R1l) by l-y to obtain
Raise both sides of (R2) to the power 1-4 to obtain
(R3) 011-001(0~1)/ﬂ71-0c(1-0)(1-9)/011-J - Pil-ﬂ

Multiply both sides of (R3) by aia to obtain

(R&4) c':‘.Ci(a-].)/0_1140(1-6')(].-19)/811-9 - aiaPil-o
Obsserve from the definition of P in (A4) that
(rs) P! - gia,%p 1-¢

Sum both sides of (R4) over i and use (RS5) to simplify the right hand
side of the resulting equation to obtain

(R6) 11-00(1-0)(1-0)/011-0 ziaici(ﬂ-l)/o - pl-d
Observe from the definition of C in (A3) that

(R7) ziaici(ﬂ-l)/ﬂ - cl8-1)/8

Substituting (R7) into (R6) yields

(R8) 11-011-0C(1-9)(1-8)/0 c(8-1)/6 _ pl-8

Raise both sides of (R8) to the power 1/(1-4) to obtain
(R9) ~1c(1-6)/8 o176 _ p

Simplfying the left hand side of (R9) yields

(R10) ~vIc'l =p

Multiplying both sides of (R10) by C yields

(A10) I = PC



(b) derivation of (B4) on page 58: The expanded version of the Appendix
at the end of this document contains a more complete algebraic
derivation of equation (B4) than is provided in the Godwins Report.

This more complete derivation is reproduced below.

Define sY - PiYi/(PlYl + P,Y,) to be the share of total output that is
produced in sector i. Mult%pfy both sides of the labor demand equation
(Al8) by Ni/(N pi) to obtain

(B3') PyY;/N* = uN;D;/(N%) i=1,2
Recall that sNi = Ni/N* so that (B3') becomes

(B3'') PyY{/N* = wsN;D,/p, i=1,2

Now sum (B3'’) over sectors 1 and 2 to obtain

(B3''*) (P1Yy + By¥p)/N' = w(s™1Dy/py + sN,Dp/5)

Now divide (B3’’) by (B3’'’') and use the fact that s', = P,Y /(P1Yy +
i 1*1735111
PyY,) to obtain

(B4) sy = (D8N /011 /(015N /0y + Dys¥y/0y) i=1,2

(c) derivation of (B5) on page 58: The expanded version of the Appendix
at the end of this document contains a more complete algebraic
derivation of equation (B5) than is provided in the Godwins Report.

This more complete derivation is reproduced balow.

Multiply both sides of the capital demand equation (Al9) by Ki/(P1Yq +
P2Y2) and divide both sides by r to obtain

Use the fact that sYi = PiYi/(PlYl + P2Y2) to write (B4') as

(B4'') Ky/(PyYy + ByYy) = (l-py)s¥y/x i=1,2

Next sum (B4'’') over sectors 1 and 2 and recall that Ky + Ky = K" to

obtain r X
0

(B4' ') K*/(PlYl + Po¥y) = [(l-pl)sYl + (l-pz)sYzl/r i=1,2

Divide (B4'’') by (B4''’') to obtain
(B4''7') Ry/K* = (L-py)s¥y/[(L-p1)sY) + (1-pp)sY,] =12
Multiply both sides of (B4'’'’'') by K* to obtain

(BS) Ky = ((l-pg)s'y/[(1-pp)s¥) + (1-pp)s¥yl) K* i=1,2



The Godwins Report followed a conservative approach in calculating the
impact of SFAS 106 on GNP-PI. The guiding principle of the conservative
approach is that whenever a choice needs to be made about some variable
or some assumption, we use the value of the variable or the assumption
that overstates the impact of SFAS 106 on GNP-PI. By following this
approach, we can be fairly confident that we have not understated the
impact of SFAS 106 on GNP-PI.

The July 1992 Supplemental Report to the Godwins Report pointed to
specific examples of choices governed by the conservative approach.

In addition, the conservative approach guided the assumptions about how
firms and workers view future OPEB payments. One possibility for
specifying the model was to assume that everyone in the economy, workers
and firms alike, fully understands and takes account of future OPEB
payments. In this case, compensation per worker, which includes the
present value of future OPEB, would be equalized across sectors.
However, in this case, the impact of SFAS 106 on GNP-PI would be
precisely zero. Any increase in OPEB in sector 2 would be offset by a
decrease in non-OPEB compensation in sector 2.

Rather than choose a set of assumptions that delivered a zero impact of
SFAS 106 on GNP-PI, we chose a set of assumptions that would increase
GNP-PI, in order to implement a conservative approach. In order for an
increase in OPEB not to be offset by a decrease in wages, the firms
and/or the workers must not take account of the increase in OPEBR. It
seemed that the most realistic approach is to assume that (1) after the
introduction of SFAS 106 firms fully recognize future OPEB costs as part
of total compensation paid to current workers; but (2) workers do not
take account of future OPEB benefits (which for the average worker may
be more than two decades in the future) in making their labor supply
decisions.

One consequence of the assumption that workers ignore future OPEB
benefits is that the total compensation package per worker, including
OPEB, is higher in sector 2 than in sector 1. However, wages and
fringes, excluding OPEB, are equalized across both sectors. A second
consequence of this assumption is that the wage rate in sector 2 does
not fall as much as it would otherwise, and thus the price level under
SFAS 106 is higher than if we had assumed that everyone takes account of
future OPEB payments. Therefore, this assumption helps to implement the
conservative approach of guarding against understating the impact of
SFAS 106 on GNP-PI.

‘Specific examples of choices governed by this conservative approach
are listed for the actuarial analysis in footnote 4, p. 16 and for the
macroeconomic analysis on page 32 of the July 1992 Supplemental Report
to the Godwins Report.



Expanded version of
"Appendix C, Part II: Calibration of the Model®

(Note: The equations are numbered sc that equations that appeared in
the original version of the appendix have the same numbers in this
version. New equations are numbered with one or more apostrophes or
asterisks.]

The model is calibrated so that in the absence of SFAS 106 it yields an
allocation of labor across sectors that matches the actual allocation of

labor across sectors. It is also calibrated such that in the absence of
SFAS 106, all nominal prices are equal to one.

The inputs to the model are:
n, the elasticitv of labor supply

¢, the elasticiry of substitution between the consumption of any two
goods

P1- the share of labor in total cost in sector 1
Py, the share of labor in total cost in sector 2

Dy, the SFAS 106 cost factor in sector 2 (equal to 1 in the absence of
SFAS 106)

le = Nl/N*, the fraction of labor employed in sector 1

In addition, there are three other inputs to the model that are simply
normalizations. None of the important results of the model depends on

the value of these inputs.

v, the share of nominal expenditure devoted to produced goods

* s s s
No , the initial total amount of labor

K* the fixed total amount of capital

In the absense of SFAS 106, all nominal prices are set equal to one
(Bl) Py =1 i=1,2
(B2) P =1

The amount of labor initially used in each sector follows directly from
the fraction of the labor foice employed in sector i, s;, and the total
amount of labor employed, N,

N o * 2
(83) Ni - g i x"‘io 1 1.2



Define sYi - PiY /(P1Yy + Py¥y) to be the share of total output that is
produced in sector 1 Multip%y both sides of the labor demand equation
(A18) by Ni/(N pi) to obtain

(B3") PiYi/N - WNiDi/(N Pyl i=1,2
Recall that sN - Ni/N so that (B3’) becomes

Now sum (B3'’) over sectors 1 and 2 to obtain

(B3''*) (PYy + Pp¥o)N* = w(sMDy/py + sN,Dy/p0)

Now divide (B3'’) by (B3’'’) and use the fact that sY, = P,Y /(P1Y
i gri/(F1ry +
P2Y2) to obtain

(B&) ¥y = (DysNi/01)/(DysN1/0y + DysNy/eg) =12
Recall that in the initial equilibrium Dy = 1 so that (B4) becomes

(Baw) s¥, = (sN /50 /(N /0 + SNo/pg) i=1,2

Multiply both sides of the caplital demand squation (Al9) by Ki/(P1Y1.+
PoY,) and divide both sides by r to obtain

(B4') Ky/(PyYp + Po¥p) = (L-pg)By¥i/((By¥y + By¥p)T) 1 =1,2
Use the fact that s'; = P,;Y;/(P{Y; + P,¥,) to write (B4') as

(B4*) Ky/(By¥y + Bp¥p) = (L-py)s¥y/x 1=1,2

Next sum (B4’'') over sectors 1 and 2 and recall that Kl + K2 K to

obtain

(B4’ '*) K¥/(P¥y + PyY¥p) = [(1-p1)sY) + (1-pp)s¥yl/r {=1,2
Divide (B4'’') by (B4''') to obtain

(B4r 'ty Ky/K* = (L-pg)s¥ /[(1-py)s¥y + (L-pp)s¥y] 1-1,2
Multiply both sides of (B4'’''’') by K* to obtain

(85) Ky = ((L-py)s¥y/[(L-pp)s) + (L-pp)s¥yl) K 1=1,2
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Normalize Ay = 1 so that the production function in the first sector is
(B6) Yy = NP, 1A

Using Yy from (B6), the nominal wage can be determined from the labor
demand equation (Al8) for sector 1 to obtain

(87) W= plYlPl/(DlNl)
Recall that in the initial equilibrium P; = 1 and D; = 1 so that
(87') W o= plYllNl

Using Y; from (B6), the nominal rental price of capital can be
determined from the capital demand equation (A19) for sector 1 to obtain

(BS) r = (l-pl)YlPl/Kl
Recall that in the initial equilibrium P; = 1 so that

(B8') r = (1-p9)Yy/Ky

Now calculate v in the labor supply curve (eq. Al5) as

(8%) w = N *(2/@)"

Recall that P = 1 in the initial equilibrium so that

(B9') v = N *(1/w)"

To calibrate Ay, substitute the production function (Al6) into the labor
demand equation (Al8) and set P; = 1 (eq. Bl) to obtain

(B10) Ay = (Dyw/py) (Ny/Ky)1 ™42

Recall that D, = 1 in the initial equilibrium so that

(B10*) Ay = (w/pg) (Np/Kp)1™P2



12

Now set all prices equal to 1 in the equilibrium condition (A23), and
use (A22) to obtain

é *
(B11) Yy = a;’ (v/(1-7))M
Summing (B1ll) over i we obtain
(B12) Y; + Yy = (v/(L-m)M* (a;? + a,?)
Now observe that with P = P; = 1 for all i, equation (A4) implies that
(B13) ayf +a)f - 1
Substituting (B13) into (Bl2) and rearranging yields
(Bl4) M*x = ((1-9)/v) [Y; + Y,]

Finally, substitucing (Bl4) into (Bll) and recalling that when Py = P =
l, sy = Yi/[Yl + Y,], we obtain

(B15) af = s¥;  1a-1,2
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EX PARTE

o

A S\

United smu Telephone Association 300 19th Street. NW. Sutte 800
Washington, D.C. 20006-2105

(202) 835-3100
January 14, 1993
Chairman Alfred C. Sikes
Federal Communications Commission
1919 M Street, N.W.
Washington, D.C. 20554
Re: CC Docket No, 92-101

Dear Chairman Sikes:

Over the past several weeks, MCI has circulated a number of different ex parte
letters seeking to influence the application of the Commission’s rules to SFAS 106
exogenous treatment by price cap exchange carriers (LECs). Because we find significant
errors or incorrect representations in these letters, USTA is filing this written response,
which covers all of the recent MCI ex parte letters of which we have become aware.

There are myriad claims that are included in the letters. Most are not directly
related to this proceeding at all, but appear to be included simply to amplify the few direct
arguments MCI is restating.

The single claim that runs through each letter is that, because postretirement benefits
themselves "were incurred by the LECs as a result of decisions made during wage
negotiations,” the adoption of SFAS 106 and its ramifications therefore could not constitute
an exogenous event.' MCI claims that exogenous treatment is not merited because MCI
has concluded that benefit levels themselves were under the carrier’s control. MCI
misunderstands or simply misstates the issue. The central issue here is the fact that carriers
have been mandated to change their method of accounting for OPEBs, and that the new
accounting requirement forces OPEBs costs to be recognized on a different basis. It is the
mandated accounting chamge that is the exogenous event. The price cap LECs had no
control over the event which has required them to implement accrual accounting for
OPEBs. The Fimamcial Accounting Standards Board (FASB) and the Commission have

made SFAS 106 mandatory.

MCT also incorrectly states that the accounting change is focused primarily on future
costs, stating: "what has changed is the method of recognizing future costs.”? MCI also
implies that SFAS 106 has not changed actual costs. These statements are deceptively

! See, e.g., MCI ex parte, January 6, 1992, from D. Evans at 1.
? See MCI ex parte, January 6, 1993, from D. Evans at 1.
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incomplete. SFAS 106 costs are real costs of doing business that have been incurred by the
carriers, and represent cash obligations that SFAS 106 now requires be recognized.

Just as the Commission has concluded in other contexts that current ratepayer costs
should not be paid by future ratepayer groups, SFAS 106 requires that current costs of
providing OPEBs be recognized in the current period, rather than delayed. The preexisting
rule provided for a pay-as-you-go arrangement, whereby a carrier would recognize expenses
actually incurred in previous periods only at the time they are paid. The FASB and the
Commission have already concluded that this failed to reflect the true economic cost of
OPEBs. The Commission has adopted SFAS 106 accounting.

Under preexisting accounting rules and rate of return reguiatory constraints, the price
cap LECs’ OPEBs costs were postponed into the future, significantly understating the true
cost of OPEBs. This resulted in prices to customers that were lower than required to cover
the benefit obligations to employees working for the carriers at that time. Of course,
SFAS 106 provides for ongoing recognition of costs as they are incurred. However, it also

requires prior costs already incurred be recognized, causing real financial impacts now.
SFAS 106 is being implemented across the business spectrum; there is no special
consideration that could prevent LECs from doing the same. MCI and others who are
outside comprehensive regulation have wide discretion to recover the true cost of OPEBs
on a continuing basis in the prices they set. In contrast, the LECs under rate of retum
regulation and pay-as-you-go accounting for OPEBs had prices established using amounts
below the actual cost of OPEBs; the prices of service now are simply being reconciled as
these costs are taken into account under SFAS 106. Exogenous treatment of OPEBs cost
that now should be recognized would not necessarily lead to an increase in revenue. Each
price cap LEC must address its own price and market constraints.

MCI incorrectly aseerts that the price cap LECs are requesting "relief from the very
method of regulation that they advocated.”® Actually, it is MCI which seeks to revise the
rules to force OPEBs imto the endogenous category of costs. That is why it has made its
arguments here, however thin they are. The price cap rules and orders establish criteria for
exogenous treatmment. The price cap LECs contend that the handling of OPEBs as
exogenous is & straightforward application of those Commission directives.

t £
Certainly, the FASB had OPEBs accounting under consideration for an extended’
period of time. USTA and the price cap LECs were aware that accrual accounting for
OPEBs could be required at some point. They argued to the Commission that exogenous
treatment of accounting changes was an essential element of a fair regulatory plan. The

' See MCI ex parte, December 17, 1992, from D. Akerson at 1.
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Commission concluded in adopting the price cap rules that "recognition of changing costs
in adjustments to price caps is necessary to ensure that rates are not unreasonable from both
a carrier’s and the ratepayer’s perspective."* Part 61.45 (d)(1) of the Commission’s Rules
allows for exogenous treatment of accounting changes as the Commission shall permit or
require, and its Rules also provide for tariffs to address them when the changes are
introduced. Thus, the price cap LECs are got requesting a change in price cap rules. In
contrast, MCI apparently wants a redefinition of the exogenous cost mechanism so it will
recognize only reductions in price cap indexes. The existing Commission Rules, however,
contemplate both increases and decreases to price cap indexes. MCI bears a heavy burden
to show that a new rule should be adopted to disallow costs that FASB 106 and the USOA
require be recognized by the price cap LECs now.

MCI incorrectly suggests that "if the Commission allows exogenous treatment of
post retirement benefits because the ’full’ impact on each individual LEC is not reflected
immediately in GNP-PL," the Commission must unbundle the entire GNP-PI.’ MCI
misunderstands the Commission’s rationale for using GNP-PI inflation as an adjustment to
the price cap indexes (and also the LECs’ examination of GNP-PI in this docket.}* Growth
in GNP-PI represents general inflation in the U.S. economy. It is used in the price cap
framework because the prices of normal inputs used by carriers rise with the overall
inflation rate. GNP-PI was selected by the Commission becsuse it is a broad and
conservative measure of inflation that could be expected to adequately reflect it in the price
cap formula. The Commission recognized that GNP-PI would not capture all events
affecting the prices of carriers’ inputs; the exogenous cost framework exists in part to deal
with these other effects. SFAS 106 costs are not accommodated in the normal GNP-PI
framework. MCI is stresching for offsetting adjustments in claiming that LECs do not
purchase certain goods or services that are reflected in GNP-PI. MCI provides no basis for
reevaluating specific parts of GNP-PI within the context of the price cap formula.

Finally, MCI incorrectly implies that the LECs should record the difference between

SFAS 106 costs and pay-as-you-go costs as a regulatory asset. The Commission must
reject this demend. The Commission has already ordered SFAS 106 costs be reflected on

* Further Notigs, CC Docket No. 87-313, at § 336.
$ See MCI ex parte, January 6, 1993, from D. Evans at 2.

¢ It was in response to specific Commission orders that the price cap LECs undertook an
examination of the GNP-PI to determine the extent, if any, of a possible double-counting of the
exogenous recovery using the existing price cap mechanism. Ses, for example, Order on
Reconsideration, CC Docket No. 87-313, released April 17, 1991, &t § 63; and Ordex of
Investigation and Suspension, CC Docket No. 92-101, released April 30, 1992, at Y 11, 15 and 16.
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the income statement, not recorded as a regulatory asset. Also, the Emerging Issues Task
Force (EITF) of the FASB has already concluded that unless a regulator provides future
revenue at least equal to the deferred cost (regulatory asset), the establishment of a
regulatory asset will not be allowed.” This MCI suggestion contradicts generally accepted
accounting principles.

The other claims that appear in the MCI letters repeat themes that appear in MCI
filings in other proceedings, but that are essentially irrelevant here. MCI attempts to
leverage claims that LECs face less competition, suggestions to take the expenses below the
line, and requests for a broad access price review, all without substantiation, presumably to
obtain offsetting cost reductions. The Commission has already concluded that SFAS 106
accounting is consistent with the Commission’s regulatory accounting needs.! MCI’s other
demands contain no facts that are germane to exogenous treatment of SFAS 106 costs.

We believe these late MCI arguments are meritless. If there are any questions on

this issue, we would be happy to respond. Two copies of this written ex parte response are
being filed with the Secretary today for filing in the docket file of this proceeding.

Respectfully submitted,

ccs: Commissioners
Commissioner Legal Assistants
Cheryl Tritt, Chief, Common Carrier Bureau
Greg Vogt, Chief, Tariff Division
Mary Brown

? Minutes of the Novemsber 19, 1992 EITF Meeting at 3. EITF minutes are 2 matter of public
record. The BETF esmblished other requirements before a regulatory asset could be established,
including: anseal SFAS 106 costs (including the TBO) should be included in rates within five years
of adoption of SFAS 106; and the combined deferral/recovery period should not exceed
approximately 20 years.

* Order, AAD 91-80, released December 26, 1991. "After reviewing SFAS-106, we have
concluded that adoption for accounting purposes will not conflict with the Commission’s regulatory
objectives.” at § 3. Also, RAO Letter 20, released May 4, 1992, dictates how cariers account for
SFAS 106.
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